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ABSTRACT
This study deals with the matching of costs with 
periods of time, on the one hand, and with products, on 
the other. It is desired to determine why there usually 
must be both "period costing" and "product costing" in 
the same business entity. A related purpose is to ascer­
tain if there is a trend either to more product costing 
or to more period costing.
Accounting literature is used for the study. The 
investigation of the problem is keyed to the goals or 
objectives in accounting of income determination, cost 
control, and price determination. Basic accounting con­
cepts are reviewed and then utilized in consideration of 
the practices of cost assignment and matching.
The study indicates that there exists both period 
costing and product costing in the same entity because of 
three factors: (1) the use of sales as the basis 01 
revenue recognition; (2) the impracticality of allocating 
all costs to product in order that there might be a "full" 
cost matched with sales; and (3) the belief that the re­
sulting data may be less useful, or more harmful, xvhen 
certain costs are allocated to product by arbitrary methods.
vii
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It cannot be said that revenues are always matched 
with the costs which produced the revenues. Certain costs 
are believed characteristically to attach to the period.
In some cases, too, the affinity of the revenue is to the 
period rather than to the cost. The trend is to a greater 
emphasis on the accounting period and the part the period 
has in the matching process.
The period has an effect on the matching which is 
done when the effect of price level changes is given con­
sideration. When price level effects are reflected into 
the matching process, historical dollars are adjusted to 
dollars of the current period. It is believed that much 
of the objection to the reflection of the effect of price 
level changes into the matching would disappear if these 
two conditions could be met: (1) that the resulting method
of matching would comply with the objectivity concept, and 
(2) that the price level effect on costs and the resulting 
income would be properly disclosed.
The trend Is to a greater use of the accountant and 
his findings in the making of managerial decisions. In 
this connection, the division of expenses into fixed and 
variable categories is generally considered advantageous.
The trend also is to the showing of more costs as 
"period” costs and less as "product” costs. The technique
ix
of “direct costing" is both a part of this trend and a 
con t ri but or to it.
INTRODUCTION
I. IMPORTANCE OF TOPIC
Costs standing alone have but little meaning. To 
be meaningful, they must be related to something else, 
usually the product or the accounting period. Whether a 
particular cost should be attached to the product or to 
the period is most important, and is certainly a principal 
problem of accounting today.
The importance of this problem is intensified by 
three factors: (1) the accounting period; (2) the extent
of manufacturing businesses, which magnifies the inventory, 
or product, problem; and (3) the Internal Revenue Service, 
which in taxing the income by periods, emphasizes still 
more the accounting period.
The accounting period greatly increases the necessity 
of separating product and period costs. The shorter the 
accounting period, the more difficult it is to make accurate 
determinations of costs and the resulting incomes.
Manufacturing businesses, being both numerous and 
large, generally have large unsold inventories and heavy 
costs associated with the factory. Many of these costs 
are joint costs and many are fixed--do not fluctuate in
amount with changes in volume of production. The differ­
entiation between product costs and period costs is highly 
complicated in these circumstances.
The Internal Revenue Service requires the taxpayer 
to calculate his tax or income the accounting period. 
Though leadership for what is good theory must be under­
taken by the accountant, the very existence of the Internal 
Revenue Service, along with its emphasis on periodicity, 
serves as a stimulant to the accountant in properly account­
ing for period and product costs.
In essence, all costing for the determination of9 *— '
profit is concerned with the assigning of costs to a period 
of time. The big question is whether or not any particular 
item of cost is ultimately to attach to the product. The 
solution may provide the answer as to which period’s revenue 
should be charged with the cost.
Directly related to this problem is the issue of 
capital charges versus revenue charges. Some costs may be 
deferred without being charged to the inventory account.
This raises the query as to the importance of the balance 
sheet compared to the income statement.
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II. SCOPE OF STUDY
Accounting literature is used in this study to con­
sider the principles and theories for assigning costs to 
products and to periods.
Basic accounting concepts are reviewed and then 
made the bases, to some extent at least, for cost assign­
ment. Though emphasis is placed on the matching of costs 
with revenues, some consideration is given in this project 
to the problem of what revenues should be assigned to the 
accounting period.
The effects of price level changes are given a limited 
consideration and study. This is done in an effort to de­
termine which costs--past or present--should be matched with 
revenues of the period.
CHAPTER I
ACCOUNTING CONCEPTS
The determination of "period costs" and "product 
costs" is done within a framework of accounting concepts 
and terms. This chapter is devoted to a discussion of 
some of these terms and the principal concepts of accounting.
Accounting is essentially a service activity, serving 
many different persons and objectives. Its practice is an 
art. Accounting "in any area is the art of recording, 
analyzing, interpreting, and reporting business trans­
actions."^
I. USES TO BE MADE OF ACCOUNTING
The principal groups served by accounting are: 
managements of corporations, stockholders and other owners, 
creditors, investors, employees, Bureau of Internal Revenue 
and other regulatory bodies, and the general public. Many 
other individuals or organizations are served incidentally.
^Donald M. Russell, "Applications of Generally 
Accepted Accounting Principles to Cost Accounting," N.A.C.A. 
Bulletin, XXIX (194^), 1533.
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Among the main uses of accounting are;
1. Measuring profits (matching costs with revenues)
2. Stewardship ,of property
3. Minimization of cost (control of cost)
4. Assisting in pricing
5. Furnishing special studies and analyses
6. Tax determination
7. Providing information as a basis for the granting
of credit
S. Development of statistics on national income.
II. REVENUE, COST, EXPENSE, INCOME
Revenue
Revenue is "the aggregate of values received in
Oexchange for the goods and services of an enterprise."
It is measured by the charge made to customers, clients, 
or tenants for the goods and services furnished to them.^
It includes interest and dividends earned on investments, 
gains from the sale or exchange of assets (other than stock
pMorton Backer, "Determination and Measurement of 
Business Income by Accountants," Handbook of Modern Account­
ing Theory, Morton Backer, editor (New York: Prentice-Hall,
Inc., 1955), p. 210.
^American Institute of Accountants, Committee on 
Terminology, Proceeds, Revenues, Income, Profit, and 
Earnings (Accounting Terminology Bulletin No. 2. New York; 
American Institute of Accountants, March, 1955), p. 2.
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in trade), and other increases in the owners1 equity 
except those arising from capital contributions and capital 
adjustments.̂
The Executive Committee of the American Accounting 
Association defines revenue as "a generic term for (a) the 
amount of assets received or liabilities liquidated in the 
sale of the products or services of an enterprise, (b) the 
gain from sales or exchanges of assets other than stock in 
trade, and (c) the gain from advantageous settlements of 
liabilities."^
Cost
Cost is "a general term representing any release of 
v a l u e . V a l u e  is released when there are such occurrences 
as disbursement of cash, loss of merchandise or cash by 
theft, depreciation of an asset, and many others.
The recording of cost--release of value--is of no 
particular difficulty to the accountant. It generally 
amounts to a credit to an asset or to a liability.
^Ibid.
^American Accounting Association, Executive Committee, 
"Accounting Concepts and Standards Underlying Corporate 
Financial Statements," The Accounting Review, XXIII (194-3), 
341. "
^Robert L. Dixon, "Cost Concepts: Special Problems
and Definitions," The Accounting Review, XXIII (1943), 42.
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The more important and difficult task is the follow­
ing through with the value-release. Each value-release 
becomes a cost of something. Typical cost of items are 
assets, expense, loss, reduction in liabilities, and 
income and capital distributions.
A reduction in liabilities, though requiring proper 
recording, is self-explanatory and causes no difficulty in 
accounting. Income and capital distributions do not enter 
into the determination of business income or of assets, 
though they do require recording. An asset is a cost of 
factor, or a result of a value-release, which is applicable 
to the future.
Expense
Dixon defines expense as "a cos factor which has
made its final contribution to the enterprise by having
been released from the business firm for purpose of the
7production of the revenues of the accounting p e r i o d . A  
loss is a cost factor that has no value to the business.
Some accountants prefer, and perhaps properly so, 
to make the term expense include losses. The Executive 
Committee of the American Accounting Association states
7Ibid.
^Ibid., p. 43.
that expense "consists of operating costs— deductions that 
have a traceable association with the production of revenue 
and losses— deductions that have no such association.
Income
The income of an enterprise is "the increase in its 
net assets (assets less liabilities) measured by the excess 
of revenue over e x p e n s e . T h e  American Institute of 
Accountants’ Committee on Terminology uses the term net 
income or net profit in this sense. They say the terms 
"net income or net profit refer to the results of oper­
ations after deducting from revenues all related costs and 
expenses and all other charges and losses assigned to the 
period. These deductions do not include dividends or 
comparable withdrawals.”^
It can be stated simply that income is the excess
of revenue over the costs, or expense, of producing the 
1 2revenue. When.expense is matched with revenue, the 
difference is income.
^American Accounting Association, Executive Committe 
op. cit., p. 341.
•̂ Ibid., p. 340.
-^American Institute of Accountants, Committee on 
Terminology, ojd. cit. , p. 3*
12Lo sses should be included in expense, though some 
accountants would not agree.
The principal goal of the accountant seems to be 
the proper matching of costs with revenue in order to 
obtain income for the period. The key problem here is the 
determination of the cost of the revenue. Expense (cost of 
revenue) for the period becomes perhaps the principal cause 
of the accountant’s investigations. Directly related is 




Accounting is done within a framework of concepts 
and conventions. Even so, these concepts do not allow 
exactly the same results to be obtained by different ac­
countants under the same conditions. Also, they do not 
prevent various criticisms being leveled at the accountant. 
Lemke says ’’There can be several costs for a given
13article, all valid according to some lines of reasoning.” 
’’Accounting literature," says another writer, "contains 
numerous examples of paradoxical statements concerning 
situations wherein the total profit of a firm was said to
-L3b. C. Lemke, "Is Manufacturing Cost an Objective 
Concept?" The Accounting Review, XXVI (1951)> 77.
be increased by selling at a unit price below unit 
cost.
The question is ever present as to whether or not
the accountant through his accounting procedures and
reports, should assist management in preserving the
business productive capacity rather than simply its dollar
capital. Odmark believes that many accountants, in their
unwillingness to abandon the objectivity of historical
15costs, have resorted to make-shift adjustments.
Trumbull believes the most important thing for
investors is not the amount of net income but the entire
1 6income report. Manrara says that what seems "to be the 
matter today is that the accountant, as a versatile and 
well-informed individual, is expected to produce a rabbit 
out of his ’accounting hat.’”-*-7
•^Walter B. McFarland, "The Economics of Business 
Costs," The Accounting Review, XV (1940), 202.
E. Odmark, "Some Aspects of the Evolution of 
Accounting Functions," The Accounting Review, XXIX (1954)* 
635.
■^Wendell P. Trumbull, "Disclosure as a Standard of 
Income Reporting," The Accounting Review, XXVIII (1953)* 
472.
•^Luis V. Manrara, "We Are Dragging Our Anchor--The 
Drift from Historical Cost," N.A.C.A. Bulletin, XXXI 
(1949), 243.
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It is no wonder that the accountant’s basic concepts
are both his "lighthouses” and his "crutches." A concept
is defined by Kohler as "an abstract idea serving a system-
1 aatizing f u n c t i o n . P e r h a p s  the use of "accounting
concept" is more to the effect of a practice which has an
abstract idea back of it. It is a guide to accounting
behavior in a certain set of conditions, with such guide
having the backing of acceptance in the past.
Some accountants prefer to refer to these accounting
concepts as "accounting conventions." The term "accounting
concepts" is preferred here, however, since accountants
should be willing to drop useless concepts and adopt others
which better serve our changing business world and society.
Backer says the "canons of accounting are not immutable.
They will continue to change as new circumstances arise,
so long as the profession remains responsive to the needs
19of the society in which it functions."
Perhaps certain of our accounting concepts are less 
important than others. Some conflict with others. Some 
are of rather recent origin, while others are not.
1 A°Eric L. Kohler, A Dictionary for Accountants 
(New York: Prentice-Hall, Inc., 1952), p.
■^Morton Backer, op>. cit., p. 212.
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Eleven accounting concepts are now discussed. No 
attempt is made in the following listing and discussing of 
these concepts to present them in the order of their origin 
or in the order of their importance.
Conservatism
Gilman says nthe conservative accounting rule 
requires that in case of doubt income should be excluded 
from a periodic profit and loss statement while in case of 
doubt costs, expenses, or losses should be included. 
Application of this concept by the businessman and the 
accountant is an expression of pessimism on their part.
The conservative concept in accounting means that 
if assets and income must be either overstated or under­
stated, it is better to understate them. A common appli­
cation of the rule of conservatism is in the use of ,!cost 
or market, whichever is the lower" basis for valuing 
inventory.
Care must be exercised in the use of the conserva­
tism concept, as judgment is required in its application.
If judgment is in error or is mis-used, the results may be 
quite inaccurate and misleading. Conservatism is merely a
^^Stephen Gilman, Accounting Concepts of Profits 
(New York: The Ronald Press Company" 1939), P* 130.
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guiding principle, and when mis-used, criticism can be 
leveled at it and the accountant.
Consistency
Consistency in accounting ’‘usually is considered
the policy of adhering to procedures which are identical
21with procedures used in the past.” Current stressing of 
the income statement is emphasizing the need of compara-
OObility of results between accounting periods. Consistency 
of accounting procedures from period to period tends to 
provide this comparability.
The public accountant is expected to include a 
statement in his certificate to the effect that the account­
ing reports have been prepared on a basis consistent with 
that of the preceding year. The Internal Revenue Code and
the Securities and Exchange Commission also heavily stress
23the importance of consistency. Sanders believes basically 
the rule of consistency ”contemplates uniformity of practice 
over long periods of time and this result will be attained
A. Binkley, ’’The Limitations of Consistency,”
The Accounting Review, XXIII (194S), 374»
2 2Morton Backer, ojd. cit,, p. 213.
23lbid.
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if each year's accounts are made consistent with those of
9 ithe preceding year.” ■
The concept of consistency refers to one particular 
business entity. The accountant does not believe that
consistency is offended when he adopts a certain procedure
2 ̂for one business and a different one for another.
Sometimes the consistency rule is expressed in 
terms of "accounting principles" rather than procedures.
In such cases, the meaning is that the same theories must 
be followed as were followed the preceding year to be 
consistent.
The consistency rule is not met by merely testing 
to see that the accounting principles of the two years are 
acceptable principles. Borth expresses it in this manner: 
"To be 'consistent’ with the preceding year, it should not 
be enough to say that the accounting principles of both 
the current and preceding year are acceptable and therefore 
the principles are consistent^
^Thomas H. Sanders, "Progress in Development of 
Basic Concepts," Contemporary Accounting, Thomas W. Leland, 
editor (Mew York: American Institute of Accountants,
1945), p• 20.
~^Stephen Gilman, _op. cit., p. 23S.
^Daniel Borth, "What Does 'Consistent' mean in the 
Short Form Report?" The Accounting Review. XXIII (1944), 
373 .
12
Perpetration of a glaring error of the preceding 
year is a weakness of the concept of consistency. If 
consistency "is at times in conflict with truth, the 
higher of the two must hold, and certainly truth is the 
higher. ^
When a change in accounting procedure is properly 
called for from one year to the next tc. reflect truth or 
to provide integrity of the information, adequate dis­
closure must be used. In this case, consistency gives way 
to disclosure. . Accounting reports "are expected to disclose 
not only the existency of a material departure from previous 
procedures but also the effect of the change. Tî b
Disclosure
Kohler says "disclosure” is "a clear showing of a 
fact or condition on a balance sheet or other financial 
statement, in footnotes applicable thereto, or in an audit 
report."^9 jn a broad sense, disclosure is the purpose back 
of the preparation of statements for the public. All of the 
accounts and amounts appearing on the statements are dis­
closing pertinent information. These accounts generally
27rM, A. Binkley, pp. cit.. p. 375.
O C>Morton Backer, pp. cit., p. 213*
29Eric L. Kohler, op. pit., p. 157*
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do not go far enough, however, in revealing information
of importance to a prospective investor, or other interested
person.
Disclosure is often thought of in the sense of reveal­
ing information which is not exhibited by the regular accounts 
of the business. Footnotes to the statements, parenthetical 
remarks on the statements, special and purposeful subdivisions 
of accounts, and qualifying scope statements in an audit 
report are typical methods of providing disclosure in this 
restricted manner.
Sanders says the term "full disclosure" is "commonly 
used with respect to people such as stockholders who, while 
having an interest in the business, do not have direct 
access to the books, and perhaps could not get much out of 
them if they did have access to them."^^
One of the auditing standards of the American Insti­
tute of Accountants pertains to disclosure. The third 
standard under "standards of reporting" is: "Informative
disclosures in the financial statements are to be regarded 
as reasonably adequate unless stated in the report."3̂ -
Thomas H. Sanders, _op. cit., p. 20.
^American Institute of Accountants, Committee on 
Auditing Procedure, Generally Accepted Auditing Standards.
(New York: American Institute of Accountants, 1954)* P» 14*
14
One writer believes this statement of the Institute is a
3 2vague and negative one.
The concept of disclosure is certainly ever im­
portant. It is best achieved when accounts are properly 
selected and classified, and when accounting procedures 
are consistently followed. In the absence of these, how­
ever, disclosure may be "specially" used to give the 
statement reader some pertinent facts. A practical limit 
naturally exists on the number of footnotes and paren­
thetical remarks which can be "loaded onto" a statement.
Materiality
The concept of materiality is widely used in account­
ing literature and in accounting practice. The Committee 
on Accounting Procedure of the American Institute of 
Accountants indicates in Accounting Research Bulletin No. 1 
that its pronouncements have application "only to items 
large enough to be material and significant in the relative 
circumstances."33 Also, this Committee, throughout its 
Accounting Research Bulletins, has urged the exclusion of
32ty/endell P. Trumbull, up. cit., p. 4$0.
33American Institute of Accountants, Committee on 
Accounting Procedure, General Introduction and Rules 
Formerly Adopted (Accounting Research Bulletin No. 1.
New York: American Institute of Accountants, September,
1939), p. 3.
material extraordinary items of income where this is 
necessary to prevent misleading inferences or the "dis­
tortion" of the year*s results.
The Rules of Professional Conduct of the American 
Institute of Accountants deal with failure "to disclose a 
material fact."35 Whether or not an item is "material" 
may determine, in the field of auditing, if certain audit­
ing procedures are necessary, or in the absence of certain 
procedures, if an unqualified opinion may be rendered by 
the auditor.
It may seem unusual, in the face of such importance 
being attached to one word, that no "official" definition 
of the term "material" has been undertaken. The accountan 
must exercise his judgment in the light of the particular 
circumstances.
Blough says: "In judging the materiality of an
account, it is our personal opinion that it should be 
considered in relation to the net income of the company 
over a period of years."3^ He also believes that, in
3^-Wendell P. Trumbull, "The All-Inclusive Standard, 
The Accounting Review. XXVII {1952), 3.
3 5James L. Dohr, "Materiality— What Does It Mean In 
Accounting?" The Journal of Accountancy, XC (1950), 55.
3^Carman G. Blough, "Some Suggested Criteria for 
Determining TMateriality,*" The Journal of Accountancy, 
LXXXIX (1950), 353.
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deciding the materiality of extraordinary items of income
for the purpose of exclusion from the income statement,
3 7the items should be considered in the aggregate.
A suggested definition of "materiality" for the use
of accountants is given by Dohr, as follows:
A statement, fact, or item is material, if, giving 
full consideration to the surrounding circumstances, 
as they exist at the time, it is of such a nature that 
its disclosure, or the method of treating it, would be 
likely to influence or to "make a difference" in the 
judgment and conduct of a reasonable person.38
Objectivity
The word "objective" as used in accounting is 
defined by Russell as the "quality of a thing, event, or 
transaction which exists independently of any individual’s 
thought."89 Objectivity is considered a goal in accounting 
for the reason that so many groups are interested in infor­
mation furnished by accounting. Furthermore, judgment must 
be exercised in interpreting this information. These 
interpretations are likely to be unreliable if the infor­
mation from which they stem is not objective in character.
37Ibid., p. 354.
 ̂ James L. Dohr, op>. cit., p. 5°,
•^Donald m . Russell, "The Function of Costs in 
Pricing," N.A.C.A. Conference Proceedings— 1949 (New York: 
National Association of Cost Accountants, 1949")> p. 44.
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The concept of "objectivity" is perhaps the under­
lying basis for the established practice of carrying most 
assets at "historical cost." Historical cost is considered 
objective in nature because it is not subject to modifi­
cations within the business entity. It is also capable of 
being reviewed.
Devine, however, cautions that "the Objective1 
character of historical cost should be argued with care.
The base . . . has some degree of objectivity but the
assignment to various periods is certainly highly sub­
jective .
Entity
The "entity" concept maintains that the business 
should be treated as an entity distinct from its owners.
It emphasizes that each enterprise is an economic unit 
within the framework of the national economy.
Accounting, under the entity view, is concerned 
with accounting to outsiders for all property entrusted 
from without to the business, regardless of the source.
^Carl T. Devine, "Depreciation and Income Measure­
ment," The Accounting Review, XIX (1944)# 43•
IS
The concept of capital, with this theory, produces a 
balance-sheet equation of: assets = investments.^
The theory opposed to the entity concept is called 
the "proprietary” view of accounting. Under it, the pur­
pose of accounting is believed to be to account for the 
equity of the proprietor (for the common stockholders in 
the case of the corporation). Liabilities are considered 
to be negative assets under the "proprietorship” theory.
Though both these theories are rooted deeply in the 
past, Littleton believes "the proprietorship theory
strongly influenced American writers and that the entity
I 2theory greatly affected German writers in accounting."^
The corporate form of organization, with its numerous 
absentee investors, has placed emphasis on the entity con­
cept. Kell believes that an accounting must be made for 
all property dedicated to the undertaking.4-̂ Gilman says 
the "entity convention, as a basis for the study of account­
ing profits, is appealing because of its simplicity and
4^A. C. Littleton, Accounting Evolution to 1900 
(New York: American Institute Publishing Co., Inc., 1933)*
p. 192.
42Ibid., p. 2 0 3.
4^Walter G. Kell, "Should the Accounting Entity Be 
Personified?" The Accounting Review, XXVIII (1953)* 43«
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because actual bookkeeping procedure does, in fact, treat
the proprietor just as though he were a creditor."44
Backer is of the opinion that the entity concept is
useful to the extent that it supports the cost principle,
the concept of matching costs against revenues, and the
45period convention. It has also been partially responsible
46for the development of the "going concern” concept.
According to Engelmann, trying to combine all the 
interests leads to endless conflicts, adjustments, and re­
adjustments unless a basis can be found to make decisions
I rj
possible. Such a basis is formed by the entity and 
going concern concepts. ^
Periodicity
The period convention breaks up the entire life of 
the business into units of time. The unit of time, or 
period, most commonly used is the year. The income tax, 
the corporate form of organization, and the growth of
^Stephen Gilman, jop. cit., p. 50.
45Morton Backer, o_g. cit., p. 214.
46ibid., p. 215.
47Konrad Engelmann, "The Impact of Relativism on 
Accounting,” The Accounting Review, XXVII (1952), 3 6 1.
4&lbid., p. 362.
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manufacturing have practically necessitated the concept of 
periodicity.
The period convention has brought‘forth the accrual 
basis of accounting. As explained by Backer, this "en­
tails the assignment of revenue to the period in which it 
was realized (rather than received) and the application of 
costs to the period benefiting from the services (rather 
than itfhen incurred)."^9
The importance of the period concept is stressed by 
Gilman when he writes:
Because the profit and loss statement is frequently 
referred to as a revenue statement and because the 
assets of a company are, from the viewpoint of econo­
mists, its capital, the entire problem of differenti­
ating between balance sheet items and profit and loss 
items is called the problem of capital and revenue.
It is safe to say that this is the central problem of 
accounting, and, since it springs from the convention 
of accounting periods, it follows that the convention 
itself is dominant in accounting.50
In addition to the accrual basis of accounting, the 
period concept has caused much of the thinking and practice 
in accounting as affecting depreciation and other amorti­
zation, asset valuations, and income determination. It 
also created the need for the "going concern" concept.
^Morton Backer, ojd. cit., p. 214.
50stephen Gilman, ojo. cit., pp. 95-96.
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Going Concern
The entity and period concepts have contributed 
another concept. It is the concept that the business enter­
prise is a ’’going concern”— one with permanence and conti­
nuity.
Under the "going concern” concept, the periodic 
balance sheets need not reflect liquidation values. They 
will generally present unamortized costs in lieu of reali­
zable values. Emphasis is thereby shifted from the balance 
sheet to the income statement. Backer says: . "With the 
adoption of the principle of the going concern, fixed 
assets, inventories, and intangibles are no longer regarded 
as marketable wealth but rather as deferred costs to be 
matched against future revenue."51
The going concern cannot continue without continuity
52of operating assets and continuous inventory stock. The 
going concern concept is often advanced as support for 
depreciation on current replacement cost and for the LIFO 
inventory method.
51̂ Morton Backer, o_p, cit., p. 215.
^George R, Husband, "The Entity Concept in Account­
ing," The Accounting Review, XXIX (1954), 562.
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Matching Costs and Revenue
It is generally;/ accepted that accounting has, as 
one of its principal functions, the matching of costs with 
revenue. Backer says: "From an accounting standpoint,
income is generally conceived to be a residuum which 
emerges out of the matching of expired costs against 
revenue." '
The concept of matching costs and revenue emphasizes 
the income statement. It involves, and is dependent on, 
the concepts of periodicity, the entity, and the going 
concern.
A principal question in the application of the con­
cept of matching of costs and revenues has to do with the 
"cost" to be matched with revenue. Should it be historical 
cost, thus maintaining dollars for the going concern? Or 
should it be current cost, thus maintaining the same pro­
duction capacity for the business enterprise?
Accountability
Kell says: "If accounting is to fulfill its function,
an accounting must be made for all property dedicated to
^Morton Backer, _op. cit,., p. 209.
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5 li­the undertaking.” Generally, there must be a delegation
of powers and duties to accomplish the purposes of the 
enterprise. Then there must be accountability— a determi­
nation of how well those powers are used.
Morrison very aptly expresses the concept of ac­
countability when he says: "Coupled with assignment of
authority there must be an accountability or responsibility
55which will be tested by the results of exercised powers.”
Also, he says that the "word accountability carries with
it an implication that a day of reckoning with a higher
56authority is in the offing."
Morrison also believes the "accountant is concerned 
with accumulating and reporting the information needed at 
these days of reckoning. . . .  By all means, care must be 
taken that the reporting devices shall not color the 
facts.
Perhaps it is here, if the accountant fails to 
recognize the concept of accountability, that much harm is
54walter G. Kell, op. cit., p. 43.
^^Lloyd F. Morrison, "Some Accounting Limitations 





likely to be done to management and to the investors in 
the enterprise. Arbitrary allocations of overhead and 
fixed expenses, direct charges to surplus for unusual 
losses, and other methods of arbitrarily smoothing income 
are in violation of this concept.
Higgins says that " . . .  expenditures must be
reported on the basis of where they were incurred and who 
has responsibility for them."'’0 The concept of account­
ability has the purpose of making it possible for employees 
and management at various levels to be judged on how well 
the powers and authority are being exer’cised. This implies
integrity of the records and reports.
Utilitarian
Accounting must be useful and practical. Broad 
expresses it this way:
The primary test by which all economic values, 
whether of goods or services, are judged is their 
utility or usefulness. Accounting must measure up to 
this test if it is to perform its function and continue 
to meet the needs of business and government and, in 
fact, the whole economy.59
^&John A. Higgins, "Responsibility Accounting," 
Readings in Cost Accounting. Budgeting, and Control, 
William E. Thomas" editor [Cincinnati: South-Western
Publishing Company, 1955),. p. 102.
59samuel J. Broad, "The Need for Continuing Change 
in Accounting Principles and Practices," The Journal, of 
Accountancy. XC (1950), 400.
Sanders says that "accounting is an art of practical
utility, designed to serve certain purposes connected with
the management of business enterprises, and accounting for
their results, It should be observed that the operation
of all of the other concepts of accounting should produce
an accounting practice that is utilitarian. If they do
not then the utilitarian concept becomes operative in a
positive manner, and appropriate changes are eventually
the result. Changes do not come easily, as there is a
natural inclination against them. Wyatt believes that
each ”change undertaken tends to result in at least a
temporary reduction in reliability, although in many cases
6 1an increase in reliability will be the ultimate result.11 x
Since business is continually changing, this utili­
tarian concept of accounting is ever present. There must 
be a constant review of existing accounting theories and 
practices, as well as a search for new theories and con­
cepts which may make the practice of accounting more useful.
Thomas H. Sanders, op>, cit., p. 2.
^Arthur R, Wyatt, ’’Tradition in Accounting,” The 
Accounting Review. XXXI (1956), 399-
CHAPTER II
THE MATCHING OBJECTIVE
The determination of "period” and "product” costs 
is mainly a matching problem. The matching of costs and 
revenues, discussed to some'extent in Chapter I as one of 
the accounting concepts, is very pertinent to this study. 
The principles of matching are discussed in this chapter 
to provide a background for the material in succeeding 
chapters.
I. PURPOSES OF HATCHING
The results obtained from matching are greatly 
affected by the steps in the matching process. The pro­
cedure used may depend upon the purpose of the matching, 
which is usually one of these: (1) cost control, (2) price
determination, or (3) income determination. Any one of 
these objectives may materially affect the accounting which 
is done, the matching, and the "period" and "product" cost­
ing.
Cost Control
Cost control, or cost minimization, is an objective 




The driving incentive in business is to create a 
profit.'*' As the profit for the period is the difference 
between the revenues of the period and the costs (expenses) 
of the period, the accountant is materially assisting 
management if he can aid in the minimization of these 
costs. It is to be noted that cost minimization is not 
the same as income determination. With cost minimization, 
the accountant is working actively with management to 
further the purpose of cost control.
Stanford says "effective cost-control devices must 
parallel the product flow and isolate the various cost
Oelements by individual or group responsibility." Accord­
ing to the Committee on Research of the National Associ­
ation of Cost Accountants, cost control "comprises action 
at two stages, namely, (1) systematic planning to effect 
control before the fact, and (2) current action to bring 
performances back into line with planned goals when 
deviations from plan occur."5
^Clement L, Stanford, "Cost Minimization and Control 
as a Function of Cost Accounting," The Accounting Review. 
XXIII (191S), 32.
2Ibid.. p. 33.
^National Association of Cost Accountants, Committee 
on Research, "Cost Control for Marketing Operations--General 
Considerations," Readings in Cost Accounting. Budgeting, and 
Control. William E. Thomas, editor (Cincinnati: South- 
Western Publishing Company, 1955), p. 62.0,
Budgets and standard costs are two principal devices 
used in achieving cost control. The accounting concept of 
accountability is fundamental to the cost control objective. 
Crum expresses it in this manner: 11 It is a generally ac­
cepted principle that costs should not be assigned to a 
cost center for which management cannot hold the individual 
in charge of the cost center responsible."'+ McFarland 
believes that "to hold an employee responsible for ap­
portioned fixed charges that he cannot control violates a 
cardinal rule of management which requires that responsi­
bility for results must be accompanied by authority to 
accomplish the aims.”'
The "matching" which is achieved when cost control 
is the objective may be significantly different from the 
matching results when the purpose is income determination 
or pricing. Chapter V discusses in greater detail the 
important features and procedures for obtaining cost con­
trol, with the desire of determining the type of "period" 
and "product" costing which results when cost minimization 
is the purpose of the matching process.
^Lewis R. Crum, "The Role of Cost Accounting in Cost 
Control," The Accounting Review, XXVIII (1953), 366.
^Walter B. McFarland, "The Economics of Business 
Costs," The Accounting Review, XV (I960), 202.
Price Determination
Managements are constantly faced with the problem 
of setting prices for their products. Costs may be rele­
vant to this problem.^
Assuming that there may be a relation between cost 
and price, it is important to know xvhat costs are signifi­
cant to management in the setting of prices. Are they 
"period" costs or "product" costs? The "matching" which 
is done in this situation may be materially helpful to 
management in making the pricing decisions. Chapter VI 
gives consideration to this problem.
Income Determination-
The determination of income is essentially the 
matching of expenses and revenues for a certain time period 
The accrual basis of accounting is generally used in this 
procedure. The accrual basis attempts to provide a meaning 
ful determination of income on a going concern basis. The 
accrual basis, necessitated by the concept of periodicity, 
relates both revenue and expense to time periods. The 
period of time is, therefore, an active participant in the 
matching process.
%
The relationship of cost to price in price-setting 
is discussed in Chapter VI,
Under the accrual basis, revenue is recognized in 
the period in which it is realized (service rendered), 
regardless of the time of collection, and an expenditure 
is expensed in the period service is received, without 
regard to the period in which it is paid. The effect of 
the accrual basis is that revenue may be recognized before, 
at the same time, or after, it is collected, and that ex­
pense may be recognised before, at the same time, or after, 
it is paid.
Accountants differ greatly in their procedures of 
matching and in their types of matching, even for the 
purpose of income determination. For example, Gilman says:
. , . The cost accountant makes an assumption that
depreciation of a factory building, in itself an 
estimate, passes over, partially, into the cost of 
producing power, for example, which cost in turn 
passes over into and is divided among producing and 
non-producing departments, these latter costs ulti­
mately and through roundabout channels passing over 
into the product itself. /
Again, Gilman states: "Then the general accountant,
as distinguished from the cost accountant, speaks of match­
ing costs and income, he usually refers to their inclusion 
in the same accounting period, not to the direct relation o 
specific items of income to specific items of cost-relay.
^Stephen Gilman, Accounting Concepts of Profits 
(New York: The Ronald Press Company^ 1939), p. 126.
^Ibid.. p. 127.
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One procedure is giving greater emphasis to the period 
than the other.
Inasmuch as the procedures of matching as well as 
the types of matching differ* greatly, the remainder of 
this chapter presents these phases of the problem.
Chapters III and IV are devoted to the matching that 
occurs when income determination is the purpose of the 
matching procedure.
II. MATCHIKG PROCEDURES
The effecting of the matching procedure generally 
requires that a distinction be made between ''period costs” 
and "product costs." A period cost is an expense that 
attaches to the period, A product cost is one that attaches 
to the product and is inventoriable, It is charged against 
the revenue of the period in which the product is sold, not 
necessarily against the revenue of the period in which the 
cost is incurred.
It is commonly said that the revenues are matched 
with the costs which produced those revenues. This is not 
entirely true of what is done in practice. Advertising, 
for instance, is often not matched with the revenue which 
it produces. Many other selling and some administrative 
expenses are also not matched with the revenues they produce.
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Can there be costs which are not productive of any 
revenue? Accounting practices are full of such "losses." 
These losses cannot be ignored. Cienerally, they are placed 
in the income statement and used in calculating the income 
of the period. It may be stated that they attach to the 
period in which they are known to be losses.
There may exist a "loss" of the period which would 
not be a loss for the entire life of the enterprise if the 
enterprise’s life were not broken down into segments of 
time. The correction in one period of an accumulated error 
(such as depreciation) is an illustration. Another is the 
use of "lower of cost or market" for inventory valuation 
in a period when "market" is lower than cost, followed by 
a period when prices rise.
Accountants usually think of revenue as being pro­
duced by some cost or expense. Frequently, however, a 
business entity may experience "windfall" revenues which 
cannot be attributed to costs recognized in the records.
These deliberations indicate that the matching 
which exists in a business may not be according to some 
fixed formula. They also suggest that the period ox time 
has an active part in the matching process. Both costs 
and revenues may attach to the period.
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Matching requires a knowledge of the revenues of 
the period, and this necessitates a basis or method of 
recognition of the revenues. Generally, revenue is recog­
nized (realised) at the time of the sale of the merchandise,
grather than when bought or produced. This practice is 
supported by the concept of objectivity. Accountants 
prefer objective, verifiable evidence. The sale, usually 
considered consummated by the passing of title, provides 
this basis.
One theory would question the idea, however, that 
the sale, though it is objective, makes the best point of 
income recognition for the matching process. This theory 
would prefer production--stages of production--!or income 
recognition, In this connection and regarding the accrual 
basis, Husband says the accrual basis "is a misnomer, how­
ever, since strict application of the accrual assumption 
would recognize income with the productive steps taken.
^There are notable exceptions to the. sale as the 
basis for revenue recognition. In installment sales, 
collections are used as the basis and in long-term con­
struction contracts, production may be used. Other 
"special" cases may constitute departures from sales as 
the basis.
-^George R. Husband, "Rationalization in the Ac­
counting Measurement of Income," The Accounting Review.
XXIX (1954), 5.
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The matching procedures are affected by many of the 
accounting concepts. For instance, as already indicated, 
the concept of periodicity is a direct participant in the 
matching process. There is evidence that cost and revenue 
may each be keyed to the period and that the matching 
process may take place in this manner rather than by match­
ing costs directly with revenues. There is likely to be 
some of both procedures of matching in the same business.
The matching is materially influenced by the fact 
that the business entity operates on the going concern 
concept. The expenses shown for the period are not ex­
penses (losses) which 'would exist if the “liquidation” 
concept were used.
The concept of objectivity affects the matching 
process and its results in many ways. In striving to be 
objective, the accountant generally omits from the matching 
process certain expenses and revenues which actually exist 
for the period from an economic standpoint. Imputed inter­
est is one example.
The manner in which information is disclosed may 
influence the matching of costs and revenues. If the all- 
inclusive income statement is used, the matching and the 
resulting income are different from what they would be if 
some of the unusual items were reflected in a separate
statement of retained earnings. Also, the manner of' match­
ing (disclosing on the income statement) may be revealing 
to the statement reader. For instance, a cost item may be 
shown on the income statement related to an income item it 
produced.
The conservatism concept can greatly affect the 
matching results. To apply one procedure to doubtful income 
items of the period and the opposite procedure to doubtful 
expense items of the period is arbitrarily assigning them 
to different periods. The period is made the tool or 
device for separating the two. It is mis-matching by 
either the “period” approach to matching or the "revenue 
with its cost" approach.
III. TYPES OF I'iATCHIhG
The accountant should have in mind an overall plan 
of matching. These plans, or types, of matching are here 
discussed under four headings: (1) "full" product costing,
(2) absorption costing, (3) direct costing, and (A) match­
ing which reflects price level effects.
"Full" Product Costing
This plan considers all costs as inventoriable in 
determining the product cost to be matched with the revenues
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which they produce. Under this theory, all costs incurred 
for the period by the accrual basis become "product costs" 
to be allocated to inventory on hand at the end of the 
period and to the goods sold. Cost of goods sold is the 
only expense to be deducted from sales on the income state­
ment to obtain net income. Under this plan, all selling 
and administrative expenses are attached to (matched with) 
the product.
The "full" product cost plan of matching is not 
used much in practice, at least for the purpose of income 
determination. Generally, it is not practicable and in 
some cases not possible to allocate some of the cost items 
to the product. Selling and administrative expenses, for 
example, are commonly treated as "period costs." This 
means that once the accrual basis has recognized them as 
costs of the period (services received), no attempt is 
made to allocate any part of them to the product. This is 
not necessarily by choice but because it is generally im­
practicable to do otherwise.
Another problem which tends to prevent determination 
of "full" product costs is that of joint products. When 
production creates two or more joint products, there is no 
real basis for the assigning of different cost items to 
the products. If some arbitrary basis is adopted for the
assigning of cost items, it should be realized that the 
results are likely to be inaccurate.
Absorption Costing
The absorption costing basis is a type of matching 
which commonly exists in manufacturing enterprises. In 
addition to the characteristic of not allocating selling 
and administrative expenses to product, it has the feature 
of attempting to carry the costs of the factory proper to 
product.'1'"1' The important characteristic of the absorption 
costing plan is the fact that the fixed expenses of the 
factory proper are carried to inventory. Fixed expenses 
may be defined as those expenses which, for a given time 
period, do not fluctuate in amount because of volume of 
operation changes.
Generally, the absorption costing basis is an at­
tempt to match the costs of the factory proper with the 
product but not to match selling and administrative ex­
penses with product. In attempting to allocate all costs 
of the factory proper to product, a practical difficulty 
is often encountered in the allocation of the fixed factory 
overhead costs. The difficulty is caused by the changes
-^There are exceptions, but these will be considered 
in Chapter III.
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in the volume of operation. This difficulty of associ­
ating (matching) fixed factory overhead costs with the 
product has resulted in the recommendation in certain 
quarters that another type of matching--”direct costing”—  
be used.
Direct Costing
"Direct costing” is a system of charging only
1 Pvariable factory costs to p r o d u c t . T h i s  generally a- 
mounts to direct materials, direct labor, and variable 
factory overhead becoming product costs. ^  The essential 
difference between this system and absorption costing is 
that under "direct costing" fixed factory overhead is 
charged to profit and loss as a period cost, leaving the 
variable portion of factory overhead to be matched with 
product.
Jonathan Harris receives credit for developing the 
idea of direct costing in this country as the result of an
■^Variable costs vary in proportion to the volume 
of operation.
-̂3The income statement prepared under the "direct 
costing" principle generally shows direct cost of goods 
sold deducted from net sales to obtain Manufacturing 
Margin; from Manufacturing Margin are deducted direct 
selling costs to obtain Marginal Income; then are deducted 
all fixed and other period expenses to get Net Operating 
Income.
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article which he wrote in 1936. Wo attempt is made at 
this time to discuss the advantages and disadvantages of 
"direct costing." It should be noted, however, that direct 
costing matches more costs with the period and less with 
the product than does absorption costing.
Matching V/hich Reflects Price Level Effects
It is recommended in certain quarters that the type 
of matching which is done should be that which matches 
current costs with current revenues instead of using 
historical cost. It is contended by these individuals that 
when the price level is rising, for instance, the use of 
historical cost matched with the current revenues of the 
period overstates the profit of the period and fails to 
maintain the capital invested in the business.
The matching problem here relates to some extent to 
the revenue of the per’iod, but especially to the costs of 
the period. Generally, the revenues are more or less 
current since they are recognized when the sales are made. 
There is often a great amount of time which passes between 
the entering of costs into the records and their ultimate 
showing as expenses of the period. Depreciation of a fixed 
asset is an example.
^John A, Beckett, "Direct Costing in Perspective," 
N .A.C.A. Bulletin. XXXVI (1955), 651.
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The argument for matching current dollar costs with 
current revenue dollars contends that any other type of 
matching is unrealistic and fails to maintain the business 
entity’s productive capital on a going concern basis. Op­
ponents of the theory contend, however, that it is historical 
cost matched with current revenues which provides the better 
calculation of income. They argue that in the case of in­
ventories, for example, it is inventory cost figured on a 
FIFO or an average cost basis which is most likely to match 
the actual cost figures with the revenues produced by the 
cost. This argument also contends that adjusting historical 
dollars to current dollars (for the effect of the price 
level changes) is confusing profit determination with the 
handling of funds.
It should be noted that the method of matching 
current costs with current revenues (reflecting the effect 
of the price level changes) is an entirely different type 
of matching. It is one which bestows more emphasis on the 
periodicity concept in that both costs and revenues are 
adjusted to the cur.rent dollar--the dollar of the period 
concerned. The accounting concept of objectivity is per­
haps the principal deterrent to the reflection of the 
effects of price 3.evel changes into the accounts and state­
ments. Many accountants believe that objective methods for 
making the reflection have not been found.
IV. SUMMARY COMMENTS
Determination of "period costs" and "product costs" 
is primarily a matter of application of the matching con­
cept. Various treatments exist, however, in developing 
the matching concept in the business world.
The purpose of matching is significant. Purposes 
discussed here are (1) cost control, (2) price determi­
nation, and (3) income determination. The procedure of 
matching and the results may greatly depend upon the 
purpose.
Matching procedures vary greatly. The period of 
time is usually an active participant in the matching 
process. "Period" costs are those which attach to the 
period. The other accounting concepts have a significant 
influence on the procedure by which matching occurs. Also, 
the procedure depends on the type of matching which is 
chosen in the particular case.
Types of matching introduced in this chapter are:
(1) "full" product costing, (2) absorption.costing,
(3) direct costing, and (f) matching which reflects price 
level effects. There are some "period" costs in an 
absorption-cost type of matching. Both direct costing 
and the type of matching which reflects price level 
effects accord still greater emphasis to the period.
CHAPTER III
INVENTORIES
The principles of matching discussed in the pre­
ceding chapter are applied to specific areas of cost in 
this chapter and the succeeding one. Inventories are 
discussed in this chapter, with the purpose of determining 
the "period” and "product" costs.
The basis of valuation or determination of the 
merchandise inventory can materially affect the period 
costs and the product costs. Also, the amount of factory 
overhead and the handling of it, as well as whether or not 
either standard costs or "direct costs" are used, are all 
important factors for consideration. These items are 
treated from the standpoint of their effect on period and 
product costs, and the resulting income, in the remainder 
of this chapter.
I. COST
The two common bases for the valuation of inventory 
are (1) cost and (2) cost or market, whichever is the lower.'*'
1-Cost or market, whichever is the lower, is discussed 
later in this chapter. In certain specialized cases, market 
may be an accepted basis of valuation.
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Cost, as a basis of valuation* is supported by the concept
of objectivity. Also, when compared to market as a possible
basis, it is generally more conservative. The outstanding
concept in support of cost, however, is that it is supported
by objective, verifiable evidence. This statement is often
Questioned, though, in practice. Paton and Paton believe
that determining cost "is a difficult task, fraught with
technical difficulties and requiring the use of judgment
2all along the line."
For the trading firm, cost of the merchandise
purchased is limited to invoice cost, frequently including
transportation in, and occasionally including estimated
3handling and storing costs. This procedure permits many 
costs, particularly selling and administrative expenses, 
to appear as period costs on the income statement.
In the manufacturing enterprise, where there are 
inventories of goods in process and finished goods in 
addition to raw materials, the usual procedure is to absorb 
most, or all, of the costs of the factory proper into the 
product and the cost of goods sold. This includes the
^William A. Paton and William A. Paton, Jr., Asset 
Accounting (New York: Macmillan Company, 1952), p. 54*
3Ibid.. p. 55.
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direct raw material, direct labor and factory overhead.
There are many varied theories and practices, however, 
regarding overhead.
Paton and Paton say "it doesn’t follow that it is 
expedient to undertake to include in the cost of goods on 
hand a slice of every cost incurred in the process of 
production, broadly conceived." Again, they say: "Aside
from the question of expediency it should be recognized 
that some of the costs incurred in business operation are
intrinsically period charges rather than assignable product
. „6 costs."
Kavanaugh places the costs which should be excluded
from the inventory into three categories: costs incurred
after the completion of the product, costs of a transient,
7temporary or abnormal nature, and costs of inefficiency.'
FIFO and LIFO
In determining cost of the inventory, specific 
identification with the actual invoice cost should be used,
^"Discussion of some of these practices concerning 
factory overhead come later in this chapter.
^William A. Paton and William A. Paton, Jr., op. 
cit., p. 56.
6Ibid.
7j. L. Kavanaugh, "What Costs Shall Be Excluded 
from Inventory Values?" N.A.C.A. Bulletin, XXXV (1953)# 25$.
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if possible. Usually, it is not feasible to do so, and 
some other technique of determining cost is necessary. 
Common substitute methods for specific identification are 
(1) FIFO, (2) LIFO, and (3) Average. Base stock is another 
method, though it is not commonly used.
FIFO (first-in, first-out) identifies the inventory 
units on hand with the latest purchase costs, and relates 
the beginning inventory costs and the first purchases to 
the cost of goods sold. LIFO (last-in, first-out) assigns 
the latest purchase costs to the cost of goods sold, and 
prices the inventory units on hand at the oldest costs 
(usually the beginning inventor}'' cost and perhaps the 
oldest purchases). Both methods are accepted for tax 
purposes, though LIFO’s recognition is of a much more 
recent origin.
Both of these methods are substitutes for specific 
identification and, cl S 3 ct-Ch . constitute assumptions as to 
the flow of costs. For most businesses the actual, 
physical flow of goods is somewhat in line with the FIFO 
flow of costs. FIFO also provides an inventory figure 
for the balance sheet which is composed of the latest
American Accounting Association, Committee on 
Concepts and Standards Underlying Corporate Financial 
Statements, ’’Inventory Pricing and Changes in Price 
Levels,” The Accounting Review, XXIX (1954)> 190.
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costs and is therefore likely to be a more accurate amount 
than that provided by LIFO.
In a period of rising prices, FIFO shows a smaller 
cost of goods sold than LIFO, a larger resulting profit, 
and a larger amount of income tax liability. More of the 
tax burden is being paid by FIFO users during a continued 
period of rising prices.
In a period of falling prices, LIFO shows the 
smaller cost of goods sold, the larger profit, and the 
larger income tax payment. In either falling or rising 
prices, FIFO provides the more current figure for the 
inventory for the balance sheet, and LIFO matches with 
current revenue the more current cost figures. It is 
often said, for these reasons, that FIFO provides a more 
accurate balance sheet and LIFO a more accurate income 
statement.
FIFO supplies a cost of goods sold figure not too 
different from that provided by LIFO if the business has a 
high turnover of merchandise. In other words, the ad­
vantage regarding the income statement which LIFO may have 
over FIFO is diminished as the turnover of merchandise 
increases,
LIFO advocates say the method is supported by the 
going concern concept. A business enterprise, to keep on
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operating, must replace its merchandise inventory when it
is sold. With changing prices— for instance, a rising
price level— they argue that no profit is actually made
until the inventory is replaced. If the inventory is not
replaced the concern may soon cease to be a going concern.
Opponents counter with the statement that replacement is a
separate step— not a part of the sale.
Most advocates of the LIFO method say it is favored
by the concept of matching costs and revenues. Current
revenues are matched with current costs, though perhaps
onot with costs which produced the revenues/ This problem 
situation involves interpretation of "matching," on which 
accountants are not agreed.
In a period of rising prices, LIFO provides a 
"conservative" inventory and a "conservative" net income.
The smaller inventory for the balance sheet and the larger 
cost of sales figure for this period is "conservative" in 
the eyes of most businessmen.
Wilcox and Greer feel that LIFO, with its replace­
ment theory, tends to define income in an unorthodox manner. 
They say:
^This provides an interesting interpretation of 
this concept of matching costs and revenues. Here, current 
product costs as well as current period costs are matched 
with current revenues.
4S
In ordinary accounting parlance income from a 
purchase and sale is the excess of sales price over 
the cost of the item sold. Thus a completed trans­
action . . . is a purchase followed by a sale. But 
under the replacement-fund theory, . . . (it) becomes
a sale followed by a replacement.10
Some accountants consider LIFO as a means of 
adjusting the realized profit from the FIFO basis for the 
effect of the price level change. On this basis, LIFO's 
purpose is accepted by these accountants, but it is felt 
that the two--the realized profit and the price gain or 
loss— should be separately revealed on the income statement.
Another criticism of LIFO is that it does not go far 
enough in matching current costs with current revenues.
It affects only a portion of the costs which are matched 
with the revenues. This makes it a makeshift procedure.
On this point, Johnson says, "LIFO results in neutralizing 
only those price changes affecting some given quantity of 
inventory which happened coincidentally to be on hand at 
the time the adoption was made."-^
In the case of changes in the general price level, 
the defect for failure to compensate for changes in the
-^Edward B. Wilcox and Howard C. Greer, "The Case 
Against Price-Level Adjustments in Income Determination,"
The Journal of Accountancy, XC (1950), 493*
-^Charles E. Johnson, "Inventory Valuation— The 
Accountant's Achilles Heel," The Accounting Review, XXIX 
(1954), 21.
price level is not implicit in the FIFO assumption but
12rather it is in adherence to historical dollar symbols.
An American Accounting Association Committee says that in
"the absence of changes in the general level of prices,
the so-called inventory profits are as real as are the
1Cprofits under any conceivable set of circumstances." J
It is often stated that the going concern concept 
treats the inventory, or at least a minimum, base-stock 
portion of it, as a permanent asset, similar to a fixed 
asset. In amount, or dollar valuation, this is practically 
what the LIFO method does, though the inventory is always 
carried in the current asset section of the balance sheet.
There is also the argument against LIFO to the 
effect that if management wishes, it can influence the 
profit for the period by simply expanding or contracting 
the inventory quantities."^ The American Accounting 
Association’s Committee recommends "that if and when 
techniques for reflecting in accounting reports the impact 
of changes in the general level of prices have become
1 ?American Accounting Association, Committee on 
Concepts and Standards Underlying Corporate Financial 




generally accepted, the artificial LIFO method be abandoned 
for reporting purposes in favor of a realistic flow as­
sumption . ”-*-5
Though both FIFO and LIFO are considered "cost" 
methods, they do give greatly differing amounts for inven­
tory and cost of goods sold when prices are rising or 
falling. They comprise different viewpoints on "matching."
It is to be noted that LIFO makes an incomplete attempt 
at matching current costs and revenues, and that it does 
not "spotlight" or disclose the price level effect.
Average Cost
Another substitute for specific identification in 
determining cost is an average cost. This may be either
(1) a weighted average, or (2) a moving average. The 
weighted average is obtained by adding together all costs 
for the period and dividing by the number of units. The 
units in inventory and the units sold are then costed at 
the same unit cost.
The moving average differs only to the extent that 
new unit costs are calculated after each purchase. It is 
likely to be used when perpetual inventory records are 
kept, necessitating knowing the unit cost after each purchase.
15Ibid., p. 139.
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Neither of the average methods is realistic, as no 
one sale can be made up of units from many purchases of 
the past. The average methods also require a great deal 
of work in the calculation of the averag-es. Assuming a 
situation of rising prices, or the opposite, an average 
method should provide figures for the inventory and for 
the cost of goods sold which are between the corresponding 
figures provided by FIFO and LIFO. It, therefore, tends 
to smooth out income.
Base Stock
The base stock method is not commonly used and is 
not recognized for income tax purposes. It is, however, 
in some respects very similar to the LIFO method. It 
considers a certain quantity of inventory a base stock— a 
necessary stock. On the going concern theory, this base 
stock might be considered similar to a fixed asset. The 
base stock quantity is always priced at the lowest ex­
perienced cost--a minimum, unchanging cost. Any units on 
hand in excess of this base stock are priced at the current 
cost.
The base stock method is supported by the same con­
cepts as LIFO. It is an older method than LIFO, though it 
has not received LIFOTs acceptance.
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Lower of Cost or Market
The basis for valuation of inventory other than
cost is "cost or market, whichever is lower," "Market"
here means current replacement cost, not the resale price.
The Committee on Accounting Procedure of the American
Institute of Accountants says:
As used in the phrase lower of cost or market 
the term market means current replacement cost [by 
purchase or by reproduction, as the case may be) 
except that: (1) Market should not exceed the net
realizable value (i.e., estimated selling price in 
the ordinary course of business less reasonable 
predictable costs of completion and disposal); and 
(2) Market should not be less than net realizable 
value reduced by an allowance for an approximately 
normal profit m a r g i n . 16
Market, then, is replacement cost subject to the
ceiling and the floor established by these rules. After
market is obtained in this rather technical manner, it is
compared with cost, and the lower of the two is used. The
use of replacement cost with the "ceiling" and "floor"
limits tends to assure the usual, normal profit for the
next period when the merchandise is sold. This "smoothing"
of income seems of doubtful accuracy as to the determination
of income for the period.
^American Institute of Accountants, Committee on 
Accounting Procedure, Restatement and Revision of Accounting 
Research Bulletins (Accounting Research Bulletin No. 43*
New York: American Institute of Accountants, 1953)> p* 31*
53
The use of "cost or market, whichever is the lower" 
is conservative. It became an established practice when 
the balance sheet was considered a more important statement 
than the income statement.
Lower of cost or market requires a great deal of 
estimation on the part of the accountant, which is in 
violation of the concept of objectivity. It is incon­
sistent to recognize unrealized losses and not to recognize 
unrealized profits. It usually does not abide by the con­
cept of disclosure, also, because the amount of the effect 
of market being lower than cost generally is not separately 
disclosed in the accounts and reports.
Certainly the going concern concept and the concept 
of periodicity are not favored by "lower of cost or market." 
Also, there is poorer matching of costs and revenues with 
the practice, since costs and income are switched from one 
period to another.
Lower of cost or market neglects the concept of 
accountability. Morrison says, "While conservatism may be 
motivated by accountability, where conservatism flourishes 
accountability is lost."̂ -7 Certainly conservatism flourishes 
here,
■^Lloyd F. Morrison, "Some Accounting Limitations 
of Statement Interpretation," The Accounting Review, XXVII 
(1952), 491.
Regarding the idea that inventory is traditionally 
considered a debt-liquidating medium, Garner has this to say
. . . Many accounting reports in former decades were 
prepared with the creditor emphasis in mind. This was 
particularly the case in regard to the balance sheet, 
and especially in connection with the presentation of 
the so-called "current assets." Inventory on hand at 
the date of the balance sheet was, and to a large extent 
still is, viewed as a debt-paying medium. The opposite, 
that inventory constitutes a cost awaiting the matching 
process, has been emphasized only in recent years.l$
It is concluded that "cost or market, whichever is 
lower" stresses conservative valuation for the balance 
sheet rather than correct income determination. It is a 
hold-over practice from decades of the past and seems to 
violate several concepts of accounting.
II. FACTORY OVERHEAD
The inventory problem is greater in the factory.
The complexity of the problem of determining the "period" 
and "product" costs of the factory is caused principally 
by one element of cost--factory overhead.
The three elements of cost of the factory proper 
are; direct materials, direct labor, and factory overhead.
1 A-LOS. Paul Garner, "Valuation of Inventories," 
Handbook of Modern Accounting Theory, Morton Backer, 
editor ("New York; Prentice-Hall, Inc., 1955)? p. 317*
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Factory overhead, sometimes called burden or manufacturing 
expenses, is composed of the indirect costs of operating 
the factory.^
Factory overhead may be classified into (1) fixed,
(2) variable and (3) semi-variable divisions. An overhead 
expense that is "fixed” is one that does not vary in amount 
with increases and decreases in production. A "variable" 
expense is one that varies directly with the volume of pro­
duction. A "semi-variable" expense is one which varies 
with the volume of production but not in the same ratio, 
in fact in a smaller ratio than the volume of production.
Actually the semi-variable expenses should in turn 
be separated, if possible, into their variable and fixed 
portions. Cost analysis is more effective when factory 
overhead expenses are divided into the fixed and variable 
groups.
A factory is commonly departmentalized into pro­
duction departments and service departments. Costs of 
operating the service departments are necessary for pro­
duction but they are not direct costs. The service
■^Specific examples of factory overhead are: de­
preciation of machines and factory building, power, heat, 
water, light, insurance on machines and factory building, 
superintendence, taxes, rentals, factory supplies used, 
and many others.
department costs generally constitute a major portion of 
the factory overhead. They are "common costs," or costs 
which are joint costs of the production departments.
Historically, accountants have attempted to provide
20"full" product costs for the factory proper. This task, 
worthy as it is, has proved to be almost impossible of 
satisfactory attainment. The trouble has been caused by 
the factory overhead, and particularly the fixed portion.
Much of the overhead cost is not known until the 
end of the accounting period. To wait until the accounting 
period is over to determine actual cost is to defeat the 
purpose of costing out jobs as they are finished. Then, 
too, the cost may be needed for pricing purposes.
The idea of applying overhead by means of a pre­
liminary rate came into common use. The procedure here 
was to get the overhead into the job and the product on an 
estimated basis. The overhead for the period and the 
volume of production were estimated, an estimated overhead 
rate was calculated, and as jobs were finished, overhead 
was applied to the jobs using the estimated rate. The
20Generally, no attempt is made to calculate "full” 
costs in the sense of allocating selling and administrative 
expenses to the factory product.
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rate might be one using the direct labor hour, the direct
labor dollar, the machine hour, the unit of product, or
some other, as the base.
The disadvantage of the preliminary rate procedure 
is that the volume of production fluctuates, causing 
variances of actual overhead from the applied. Then, too, 
per unit costs vary greatly as the expected volume of pro­
duction varies from period to period,
At one time, a supplementary rate was used in 
connection with the preliminary rate. The supplementary 
rate allocated the overhead variance in existence at the 
end of the period back to the inventory and cost of goods
sold (also to the jobs). This was found to be unsatis­
factory since it came too late for real assistance in 
pricing and analysis, and since it generally increased the 
differences in per unit costs.
Accountants believed it was more important to obtain 
more or less uniform per unit costs than it was to obtain 
so-called "full” product costing. The idea of "normal 
volume" or capacity was adopted for applying overhead to 
production. The normal volume or capacity is the one 
expected over a long period of time, certainly more than a 
year. Normal capacity is expected to level out the increases 
and decreases of the shorter periods making up the longer 
period.
With the normal volume method of applying overhead 
to production, it is expected that there will be a variance 
at the end of a regular accounting period whether that be a 
month, a quarter, or a year. Generally, this variance is 
treated as a "period" item, being charged or credited to 
Profit and Loss Summary. Blocker says: "A majority of
accountants consider such variances as general profit-and- 
loss items to be charged off as a period cost regardless
O]of the causes of their existence." Blocker, however, 
believes the cause of the variance should be determined and 
the accounting treatment made to agree with the cause. If 
the variance is due to the use of incorrect overhead rates, 
he believes the variance should be allocated to the inven­
tories and cost of goods sold; if due to seasonal factors, 
the variance should be treated as deferred items on the 
balance sheet to be absorbed in future periods; and if due 
to unusual circumstances beyond the control of management,
the variance should be charged to surplus, or to profit 
2?and loss.
Since most accountants take these overhead variances 
to profit and loss at the end of the accounting period, they
John G. Blocker, "Mismatching of Costs and Revenues, 
The Accounting Review, XXIV (1949)> 40.
22ibid,, pp. 40-41.
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prefer to consider them as "period" items and not as 
"product" cost items. Product cost then becomes, as far 
as factory overhead is concerned, a normal capacity cost.
It is concluded that absorption costing,using a 
normal capacity^ overhead, takes some expenses which are 
period costs by the accrual basis, applies them to the 
product on a production ’oasis, and allows the particular 
volume of production to slice off a portion to be returned 
to the "period cost" status. Kramer has this to say:
. . . Are not the exponents of normal capacity in
effect saying that fixed expenses consist of two seg- 
ments--a product cost component and a period cost 
component? To the extent that the actual operating 
level is less than the normal capacity, idle plant 
costs, or underabsorbed burden, arise which are charged 
off during the current period.24
Robnett says the "annual and normal concepts . . .
constitute an important Qualification to the common idea 
held by many laymen that unit product costs as determined
Oin business are in fact so-called ’actual* costs."1'" Doyle 
concludes regarding normal volume:
. . . I have thought long and hard about the concept
of normal volume and I find it useless— useless in the
^Absorption costing is any system which absorbs into 
the product the factory overhead, including the fixed expenses,
2^Philip Kramer, "Selling Overhead to Inventory,"
N.A.C.A. Bulletin, XXVIII (1947), 595,
25ft0nald H. Robnett, "Some Aspects of Overhead 
Distribution," N.A.C.A. Bulletin, XXVIII (1946), 199-200,
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sense that it serves no purpose satisfactorily. 
Fluctuating volume is a fact of economic life and its 
implications should not be hidden or clouded by a 
"gimmick” such as normal capacity.26
Net income figures can be manipulated by purposeful 
volume changes. Kramer advances a warning to the effect 
that it is "perfectly conceivable that the volume of pro­
duction may be increased or decreased during an accounting 
period for the primary purpose of increasing or decreasing 
reported income."^7
Vatter, in considering bases that are employed to 
allocate overhead cost, concludes that criteria for over­
head cost allocations are not really capable of statistical 
verification, thus requiring the exercise of judgment; that 
bases chosen for cost assignment are often only imperfect 
expressions of the criteria themselves; and that overhead 
costs must be averaged to be assigned at all, and averaging
p dassumes a degree of homogeneity in the data. °
The attempt to assign factory overhead to product 
is generally made with the desire to procure more complete
^Leonard A. Doyle, "Overhead Accounting Comes Full 
Circle," N.A.C.A. Bulletin. XXXV (1954), 15&4.
^Philip Kramer, ojd. cit., p. 593 *
p <5“William. J. Vatter, "Limitations of Overhead Allo­
cation," Readings in Cost Accounting, Budgeting, and 
Control, William E. Thomas') editor (Cincinnati: South-
Western Publishing Company, 1955), PP» 231-232.
inventory values for the balance sheet and to obtain 
suitable long-range per unit costs. As previously demon­
strated, however, the main "roadblock1* to this endeavor is 
the "fixed" expense in the factory overhead. The fixed 
expense is a problem because of the fluctuating volume of 
production. If actual overhead amounts are used, either 
in one complete costing or by the use of supplementary 
rates, the fixed expense and fluctuating volume produce 
fluctuating unit costs. When overhead is applied on the 
normal capacity basis, the per unit costs may be kept 
uniform, but there often develops an idle capacity "period" 
cost.
The usual method of handling factory overhead, as 
by the use of a normal capacity rate, tends to convert 
fixed expenses into ones which fluctuate irregularly. The 
amount of fixed "period" cost by the accrual basis which is 
shown as a period cost on the income statement is dependent 
on the volume of production for the period. This makes 
for an odd and inconsistent situation where a "period" 
cost which is fixed in amount becomes quite variable (or 
fluctuating) as per the income statements.
Judgment must be exercised in setting the normal 
capacity, and this is opposed by the concept of objectivity. 
As to the matching of costs and revenues, it seems odd
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that a fixed period cost as per the accrual basis should 
be variously fully absorbed to product, only partially 
absorbed, or overabsorbed, depending on the volume of 
production.
The allocation of fixed overhead and common costs 
to additional departments and product is not in line with 
the concept of accountability and the cost control ob-
2Qjective. ' For best control, responsibility for costs 
should be established at the point of origin. Allocations 
and additional prorations to other personnel only confuse 
the issue, unless the additional personnel feel that the 
allocation basis is a fair one.
III. STANDARD COSTS
Standard costs are pre-deterniined costs. They may 
be determined and operated outside the regular books of 
account, or they may be the costs used in the accounts for 
"product" costs. A standard cost accounting system is one 
using standard costs In the accounts.
90'There would be some disagreement as to the cost 
control objective. It is often stated that idle capacity 
variance makes for better control in that the fixed expense- 
volume effect is "spotlighted" in the accounts. Actually, 
the variance is there because the volume of production is 
less than the normal. Perhaps the volume should be known 
by officials even without a variance account.
The basic feature of standard costs is to set the
actual cost beside the standard cost and to analyze any
differences between them as to the reasons for the vari- 
30ation. If the variance proves to be of a nature which 
makes it controllable, then the necessary action is taken 
for its control in the future. Lang says the "motive is 
to set in motion forces which can correct a bad situation 
before irreparable damage has been done."^
The setting of standards should be done as scienti­
fically as possible. To achieve the greatest cost control, 
through reductions of waste and inefficiencies, the standard 
set should be strict, that is, attainable but not easily 
attainable.
Standard costs are made to apply to direct materials, 
direct labor, and factory overhead. Variances may develop 
in each of these areas, and in the case of factory overhead 
there is likely to be a volume variance. Generally, a 
"normal” capacity is used for the application of factory 
overhead. The variance accounts are commonly written off 
to profit and loss as "period" costs. Some accountants, 
however, believe each variance should be analyzed, and the
-^Theodore Lang, "Concepts of Cost, Past and Present, 
N.A.C.A. Bulletin, XXVIII (1947), 1388.
31Ibid., p. 1389.
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variances which indicate inefficiencies and wastes should 
be treated as period costs. Variances which represent 
uncontrollable items or errors in the standards themselves 
should be allocated to the product, according to these 
accountants.
When standard cost accounting is considered in the 
light of the accounting concepts, it is seen that standard 
cost is a device for achieving cost control, by applying 
the management principle of control by "exception." 
Generally, the related concept of accountability is 
favored, also.
A standard cost accounting system may or may not 
comply with the concept of objectivity. If the standards 
are set efficiently and scientifically, the system should 
meet the objectivity concept.
Inasmuch as the variances are generally written off 
as period charges, a standard cost accounting system is 
likely to give a smaller inventory figure for the balance 
sheet than an actual cost system would. It is doubtful 
that a standard cost system provides as accurate matching 
of costs of a period with the revenues of that period on a 
going concern basis as does an actual cost system. Standard 
costs amount to "planned" costs, and the;/ can hardly be as 
truthful and accurate as the actual. The standard cost
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system provides a more or less uniform product cost from 
period to period to be matched with revenues. Perhaps 
some accountants consider this to be the best type of 
"matching.”
IV. DIRECT COSTING
"Direct costing," as defined in Chapter II, is a 
system of accounting which charges to product only the 
variable costs of the factory proper. These variable 
factory costs are direct materials, direct labor, and 
variable factory overhead. It is to be noted that the 
fixed factory overhead expenses are "period" costs under 
this theory. Also, it seems that any variable costs other 
than those of the factory proper are not considered to be 
product costs.
Most direct costing advocates speak of dividing all 
expenses into fixed and variable groups. The direct cost 
income statement generally subtracts direct cost of goods 
sold from net sales income to obtain Manufacturing Marginj 
direct selling costs are next subtracted to obtain Merchan­
dising Margin (Marginal Income): and period costs of fixed 
factory expense, fixed selling and advertising expense, 
general administrative expense and other period expenses
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3 2are finally deducted to give net operating income. It 
is to be noted that direct selling expenses are deducted 
from the Manufacturing Margin to give Marginal Income.
The Marginal Income figure is a key one, and it is because 
of it that most direct cost advocates claim the direct 
cost income statement provides information obtained by 
break-even calculations.
Jonathan Harris, in an article in 194$, has this to 
say about direct costing:
The bedrock at the base of the Direct Cost Ac­
counting idea is a new definition of unit manufacturing 
cost, which says without any qualifications whatever, 
that the cost of occupying buildings, standby charges, 
skeleton factory staff salaries, property taxes, 
depreciation, and all other costs of being prepared 
to manufacture goods either on demand or on specu­
lation are charges against gross profit from sales 
for the month, not against goods produced.33
Williams expresses somewhat the same idea:
The concept of direct cost accounting is based on 
the theory that total costs are composed of two 
separate and distinct parts, first, those expenditures 
which are incurred in connection with the ability to 
produce and, second, those costs which occur in
3National Association of Cost Accountants, Com­
mittee on Research, "Direct Costing," N.A.C.A. Bulletin, 
XXXIV (1953), 1097.
^Jonathan n . Harris, "Direct Costs As An Aid to 
Sales Management," The Controller, XVI (194$), 500.
producing. These two classifications of costs have 
been described as period costs and product costs.34
Advocates of "direct costing" believe that the 
direct cost income statement facilitates management to see 
readily the effect of increased or decreased volume on the 
net income figure. It also helps to see how much volume 
must be obtained in order to cover the fixed expenses of
the enterprise. On the ease of calculation of the break­
even point, Marpie says:
. . . the application of the variable costs against 
net sales in the direct cost statement . . , provides
a most useful figure called marginal income. When 
stated as a per cent of net sales, it is referred to 
as the marginal income ratio or the P/V (Profit- 
Volume) ratio. . . . Dividing the fixed costs by the 
marginal income ratio gives the break-even point--the
sa.les volume at which income and costs are in b a l a n c e .35
The "direct costing" theory is, in effect, recommend­
ing that certain costs (fixed factory overhead) traditionall5 
treated as "product" costs be treated as "period" costs. 
Perhaps the effects of such a procedure on the matching 
procedure and the resulting net income should be considered 
at this time.
3A-Howard 0. Williams, "How a Hosiery Mill Compiles 
’Direct* and ’Full’ Costs," H.A.C.A. Bulletin, XXXVI 
(1954), 251.
3 5Ravmond P. Marpie, "Direct Costing and the Uses 
of Cost Data," The Accounting Review, XXX (1955), 433*
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Under direct costing, income tends to be related to 
sales, and under absorption costing it tends to be related 
to production. For instance, when production volume fluc­
tuates but sales volume is constant, a constant income is 
obtained under direct costing because the inventory changes 
do not affect profit. Absorption costing yields a fluctu­
ating income in this situation.
When production exceeds sales, direct costing gives 
a smaller income than absorption costing. The build-up of 
inventories defers fixed factory overhead under absorption 
costing. If sales exceed production, direct costing yields 
the larger income figure. Absorption costing, in this 
case, charges revenue for the period with fixed charges in 
excess of the incurred fixed charges of the period.
If production and sales volumes for the period are 
the same, both absorption costing and direct costing yield 
approximately the same income. The amount of fixed expense 
charged to the period’s revenue should be about the same 
amount under both methods.
Regarding the question of income determination, it 
should be noted that for a seasonal business, direct cost­
ing may show very little or no income in those months that 
work is being done as a build-up for the months when sales
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take place. Opponents of direct costing believe this is 
not giving sufficient consideration to production.
It is sometimes contended that direct costing pro­
vides a "product" cost for the manufacturing enterprise 
which is equivalent to that of the merchandising firm. For 
instance, a Committee of the National Association of Cost 
Accountants says: "In a merchandising business, cost of
merchandise sold is, of course, equivalent to variable 
manufacturing cost for a manufacturing company."3° It is 
difficult to follow the logic of this statement. The cost 
of merchandise sold by a merchandising business includes 
much more cost than just the variable costs of the firm 
which manufactured the goods. The price (cost) paid for 
the goods by the merchandising business normally includes 
coverage of the fixed manufacturing expenses of the manu­
facturer as well as other costs to dispose and sell the 
product. Also, a profit element for the manufacturer is 
usually included.
The balance sheet prepared under direct costing 
shows an inventory composed of variable manufacturing 
costs only; therefore, it is a smaller inventory amount
36j\iational Association of Cost Accountants, Com­
mittee on Research, o_p. cit. , p. 110$.
7°
than would exist under absorption costing. This causes 
the business to show, for credit purposes, less net working 
capital.
Direct costing may cause trouble in a plant with
intermediate products. More accurate values are given by
absorption costing for pricing purposes in a manufacturing
37plant where there are intermediate products.
The direct costing technique is very dependent on
the classification of all expenses into fixed and variable
groups. Generally, the semi-variable expenses are numerous,
and it is no easy task to separate them into the variable
3 Gand fixed portions. Whether or not a particular expense 
is fixed or variable depends greatly on the length of the 
period. Given a short enough period almost any expense is 
fixed; and almost any fixed expense becomes variable if 
the period is lengthened sufficiently.
Inasmuch as so much of the direct costing technique 
depends on the division of expenses into variable and 
fixed portions, it may be that this constitutes a decided 
weakness in the theory, particularly if the division of
37<John W. Ludwig, ’'Inaccuracies of Direct Costing," 
N.A.C.A. Bulletin, XXXV (1954), 902.
3^Methods used in separating semi-variable expenses 
into the fixed and variable portions are discussed in 
Chapter V.
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the expenses cannot be done accurately or objectivel}^. 
Furthermore, some expenses which vary with volume do not 
vary proportionately but in irregular steps.
The trend in modern businesses is toward greater 
and greater fixed expenses. Opponents of direct costing 
believe that the application of the direct costing tech­
nique in most businesses under that trend would be a 
questionable policy to follow for inventory and income 
determination. Proportionately the "product” cost (variable 
factory costs) would get smaller and smaller. It is feared 
that businessmen and managements 'would not adjust to the 
consequences of the shift in their long-range pricing and 
policy decisions.
It is also pointed out by opponents to direct cost­
ing that the technique would not eliminate the need for 
knowledge of "full" product factory cost in the sense of 
having fixed factory overhead applied to product. This is 
generally provided by the absorption costing method in the 
usual course of accounting.
Income tax problems would, of course, arise at the 
time of changing to the direct costing basis. Also, com­
parability of data of the business enterprise would be 
partially destroyed until some time had lapsed.
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The criticisms most often made of direct costing by 
the accounting profession center around its valuation of 
the inventory and the resulting income measurement. The 
Committee on Accounting Concepts and Standards of the 
American Accounting Association, in its 1957 Revision of 
"Accounting and Reporting Standards for Corporate Financial 
Statements," makes this statement: "Thus the cost of a
manufactured product is the surn of the acquisition costs 
reasonably traceable to that product and should include 
both direct and indirect factors. The omission of any 
element of manufacturing cost is not acceptable."39 
(Italics supplied). Two members of the Committee (out of 
seven), feeling that direct costing provides a. suitable 
valuation of inventory, dissented to the Committee’s 
st at ernent quoted ab ov e.̂
The American Institute of Accountants’ Committee on 
Accounting Procedure gives this rule: "As applied to
inventories, cost means in principle the sum of the applicable
371 American Accounting Association, Committee on Ac­
counting Concepts and Standards, "Accounting and Reporting 
Standards for Corporate Financial Statements— 1957 Revision," 
Accounting and Reporting Standards for Corporate Financial 
Statements and Preceding Statements and Supplements (Columbus: 
American Accounting Association, 1957T7 P* A.
^IbjLdo, p. 10.
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expenditures and charges directly or indirectly incurred 
in bringing an article to its existing condition and lo­
cation.'1̂  This statement of the Committee seems to rule 
out the possibility of direct costing. However, in the 
"discussion" section, the Committee says: "It should also
be recognised that the exclusion of all overheads from 
inventory costs does not constitute an accepted accounting 
procedure. ”
It should be noted that a direct cost system can be 
combined with a standard cost system. Such a "direct" 
standard cost system is one in which no fixed factory 
overhead is carried to product, only variable factory 
overhead. In such case, the factory overhead variance 
contains no volume variance.
It is certainly recognised that the "direct costing" 
procedure has both advantages and disadvantages in relation 
to absorption costing. Perhaps it is desirable to repeat 
that the direct cost theory' originated because of the 
practical difficulty' of matching the fixed factory' overhead 
with the product. It provides an income statement which 
is more in line with management *s thinking than the
^-American Institute of Accountants, Committee on 
Accounting Procedure, p_g. cit. , p. 28.
^Ibid., p. 29 •
statement prepared under absorption costing. More costs 
are treated as "period” costs under direct costing, and 
income more closely follows sales volume under the direct 
costing type of matching than it doe? under conventional 
absorption accounting.
CHAPTER IV
DEPRECIATION, DEPLETION, AND OTHER ITEMS
In this chapter the study of whether costs are 
period or product costs and their effect on income for the 
period is continued. Consideration is given to depreciation, 
depletion, organisation and construction costs, goodwill and 
other intangibles, correction of errors, pension costs, and 
taxes.
I. DEPRECIATION
The Committee on Accounting Procedure of the American 
Institute of Accountants says:
. . . This procedure is known as depreciation ac­
counting, a system of accounting which aims to distri­
bute the cost or other basic value of tangible capital 
assets, less salvage (if any), over the estimated 
useful life of the unit (which may be a group of 
assets) in a systematic and rational manner. It is a 
process of allocation, not of valuation.1
This definition stresses depreciation as an allo­
cation process; therefore, it emphasizes the income statement
-'-American Institute of Accountants, Committee on 
Accounting Procedure, Restatement and Revision of Account­
ing Research Bulletins (Accounting Research Bulletin No. 




rather than the balance sheet. Though the determination 
of income for the period is the principal objective, the 
balance sheet still has significance.
Depreciation accounting is preferred to a system of 
charging the entire cost of the asset to revenue at the 
time of purchase and also preferred to waiting and charging 
the entire cost at the time of retirement of the asset 
from service. The latter two methods are extremes and are 
not believed to develop the cost for each period.
A fixed asset represents a bundle of services. The 
depreciation for a period, theoretically, should be measured 
by the services rendered during the period by the asset.
This would seem to favor a "unit of production” method of 
assigning cost to the period. Actually, this is often 
difficult of achievement because of the problem of obso­
lescence.
Depreciation is caused by both wear and tear and
obsolescence. The latter is caused by inventions, style
changes and technical developments and is not related at
2all to the physical use of the asset. A theoretical con­
cept of depreciation using only wear and tear as a basis
^Obsolescence may be ordinary or extraordinary. It 
is ordinary obsolescence--loss due to normal progress of 
industry— which is commonly included in depreciation.
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of allocation can give ridiculous results in some situ­
ations. Due to the difficulty of estimating the amount of 
services a fixed asset is capable of producing and due to 
the effect of time and obsolescence, it is a common practice 
to depreciate an asset by time.
Some assets, such as trucks and in some cases ma­
chines, are suited to a production method of depreciation. 
Depreciation of these assets would properly be treated as 
product costs.
Some writers recommend basing depreciation for the 
period on the revenue for the period in order to smooth 
out income from one period to the next. This method 
generally meets with disfavor on the part of accountants 
inasmuch as it is not the purpose of accounting to level 
out income.
The straight-line method of depreciating a fixed 
asset is the most common in practice. Some accountants 
accept it as best in theory, others only as an expedient.
The method relates depreciation to time.
The reducing-charge concept of depreciation is 
favored in certain quarters, particularly since it has 
been approved for tax purposes. One of the main arguments 
for the reducing-charge method is that it, along with 
maintenance, gives the more accurate showing of expense
7$
and income for the periods. For many assets, it is 
believed that depreciation actually is at a faster rate in 
the early years and maintenance costs are greater in later 
years.
To this writer, it appears that the problem of 
obsolescence also gives added weight to the use of a 
reducing-charge method of depreciation. Perhaps the two 
problems of maintenance and obsolescence are cause for 
serious consideration of a reducing-charge method of de­
preciation as appropriate for most situations. Depreciation, 
under a reducing-charge method, is still related to time.
The amounts of the expense for two periods may be different, 
but the difference in the accounts is calculated in advance.
It appears that depreciation is most commonly made 
to relate to time, either on the straight-line basis or a 
reducing-charge basis. In some cases, this is done only 
as an expediency on the part of the accountant.
Is depreciation, then, a product cost or a period 
cost? In a manufacturing enterprise, it is commonly 
handled as one of the factory overhead items. Through the 
overhead predetermined rate it is applied to production 
(product cost) on the basis of activity. This means that 
some of the depreciation cost is routed back to the income 
statement as a period cost if there is idle capacity
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operation for the period. If "direct costing" is used, 
and depreciation is treated in the accounts as related to 
time, then it is shown as a period cost.
A major problem related to depreciation is whether 
the cost which is matched with the period*s revenue should 
be historical cost or current cost.-' Generally, the only 
cost which has gained and retained acceptance in practice 
is historical cost. This is true even though a method of 
matching approximately current costs with revenues, by the 
LIFO method, is accepted practice in the case of inventories. 
Perhaps two factors contributing to this difference between 
the handling of inventory cost and fixed asset depreciation 
are: (1 ) the inventory is turned over so much more rapidly
than the fixed asset, and (2 ) the fixed asset may not be 
replaced with the same type of fixed asset. Both of these 
factors tend to bring the problem of replacement to manage­
ment more forcibly and more often in the case of inventories 
than with fixed assets.
Which type of income figure is more useful— one 
which maintains the same monetary dollars though the dollar
^Of course, this issue is applicable to all items 
on the balance sheet. It seems particularly applicable to 
depreciation since depreciation relates to assets with 
extended, or long, lives.
■9
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value is changing or one which maintains the capital, the 
same earning power? Perhaps most economists, managers, 
and accountants would say the latter type. Historical 
cost depreciation falls far short of doing this in a period 
of rising prices. Accountants generally have held to 
historical cost because of its objectivity. In doing so, 
though, they recognize the weakness of the income figure 
which is reported for the period. The going concern con­
cept is most important in considering this problem.
Dean believes economists are interested in two 
distinct kinds of depreciation charge: opportunity cost
for operating problems of profit-making, and ’'replacement 
of eroded earnings" for financial problems of preserving 
capital.^ Original cost depreciation gives neither of 
these types of depreciation. The use of current cost 
would be approximately the second type— "replacement of 
eroded earnings."
Accountants usually try to keep revaluations cut of
the accounts by adhering to original cost. Revaluations
do get into the accounts indirectly, however, by the
5process of turnover of assets during inflation.
^Joel Dean, "Measurement of Profits for Executive 
Decisions," The Accounting Review, XXVI (1951), 1&7-1S3.
5Ibid., p. 190.
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Often it is argued that it is not the purpose of 
depreciation accounting to provide for the replacement of 
the physical asset when it is worn out. It is contended 
by these individuals that such theory is confusing income 
determination and administration of funds. Funds, they 
point out, are obtained from revenues, not from net income. 
What is done with these funds is one of the main problems 
of management, it is contended.
It is true, of course, that the funds of an enter­
prise normally come from revenues. Income determination, 
however, is a matter of definition. Many individuals 
wonder if it can be seriously argued that the business 
unit has an income if it did not maintain its productive 
capital. Management has many outside as well as inside 
groups that are directly interested in the net income 
figure for the period. The main, interested groups are 
labor, the owners, the Internal Revenue Service, a.nd in­
vestors. It is difficult to pacify these groups when the 
income figure reported for the period by an expert is an 
unrealistic one.
The Committee on Research of the National Association 
of Cost Accountants says:
When one considers the purchasing power of money 
received rather than a mere excess of incoming dollars 
over outgoing dollars, it is evident that the purchasing
power of capital invested in the business must be 
maintained before there can be any real income for 
the owners.°
Hay is of the belief that the "greatest significance 
in accounts would be attained if (a) revenues and charges 
against revenue were stated in terms of units of the same 
purchasing power, and (b) the treatment of all cost were
r~7homogeneous."1
The Committee on Accounting Procedure of the 
American Institute of Accountants in its bulletin recog­
nises the importance of the problem but recommends the 
continuance of historical cost depreciation in the accounts 
and statements, with the use of "supplementary financial 
schedules, explanations or footnotes by which management 
may explain the need for retention of earnings."
It is interesting to note that six members of the 
Committee dissented, with the belief that:
. . . In addition to historical depreciation, a sup­
plementary annual charge to income should be permitted 
with corresponding credit to an account for property
^National Association of Cost Accountants, Com­
mittee on Research, "Product Costs for Pricing Purposes," 
N.A.C.A. Bulletin, XXXIV (1953), 1635.
^George 0. May, Business Income and Price Levels-- 
An Accounting Study (New York: American Institute of
Accountants, 1949 )> p. 42.
^American Institute of Accountants, Committee on 
Accounting Procedure, _op. eft., p. 60.
replacements and substitutions, to be classified with 
the stockholders' equity. This supplementary charge 
should be in such amount as to make the total charge 
for depreciation express in current dollars the ex­
haustion of plant allocable to the period. The 
supplementary charge would be calculated by use of a 
generally accepted price index applied to the ex- Q 
penditures in the years when the plant was acquired.^
It is concluded that the accepted practice is to 
calculate depreciation on historical cost, which only 
maintains monetary dollars, and may permit an erosion of 
invested capital. It is believed that most accountants 
and managements would prefer that the depreciation expense 
matched with the revenue of the period be current expense 
if the calculation of such current expense can be satis­
factorily and objectively done and if the price level 
effect is properly disclosed.
II. DEPLETION
Depletion is the using up of natural resources, or 
wasting assets. It differs from depreciation in that de­
preciation does not involve the physical exhaustion of a 
part of the asset. Depletion is the wasting away of the 
supply of the resource.
Unlike much depreciation, depletion is not de­
pendent on time. It may be completely arrested for long
9lbid., pp. 70-71.
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periods of time.^ Since it is the resource which is sold 
for revenue and since it is not related to time, depletion 
is an excellent example of a product cost. If the going 
concern concept is at all present in the wasting asset 
enterprise, the depletion should be presented in the state­
ments as cost of the product.
As Paton and Paton say, it is true, however, "that 
in wasting enterprises it is not necessary to deduct the 
expiring cost of property not subject to replacement in 
ascertaining the amount legally available for distribution 
to stockholders. Dividends, in these enterprises, are 
available from both earnings and capital.
Percentage-depletion allowed by the Internal Revenue 
Service in calculating the amount of income subject to tax 
is different from the usual approach in accounting in that 
the allowance is based on revenue rather than the true 
depletion (cost of the wasted supply for the period). In 
this manner, accumulated deductions for tax purposes may 
exceed the actual cost of the resource many times.
■^It is true, of course, that depletion might be 
completely arrested for so long that the progress in the 
arts might cause some depletion, and this would be caused 
by time.
11William A. Paton and William A. Paton. Jr., Asset 
Accounting (New York: Macmillan Company, 1952), p. 444.
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III. ORGANIZATION AND CONSTRUCTION COSTS
To get a corporate being into existence certain 
costs such as promotion expenses, printing of stock certi­
ficates, and legal expenses are necessary. These are 
called organization costs. Services are rendered to the 
corporation by these expenditures as long as it is in 
existence. At the time of the expenditures, these costs 
should be set up in the accounts as an asset. For a 
limited-life corporation, the organization costs should be 
written off over that life by a periodic charge to income. 
The annual charge is a period cost, as it is not closely 
tied in with the product or with the level of operation.
In this manner, each period is showing its expense.
The practice varies greatly in the handling of 
organization costs for corporations which have an indefinite 
life. It may be anything from the very conservative policy 
of writing off all of the organization costs the first 
year to keeping the entire amount permanently in the 
accounts as an asset.
Hepworth says:
It is possible to discover, in the writings of a 
number of widely accepted authorities, a broad range 
of recommendations relative to the accounting for
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organization costs or expenses. . . .  A middle ground 
involving capitalization and speedy write-off is 
probably most widely accepted.12
Backer believes that the amortization of organization 
costs during the early years of the life of the corporation 
"constitutes an arbitrary procedure that can only be justi­
fied by the doctrine of conservatism."^3 Accordingly, he 
recommends that organization costs be retained on the books 
as an asset as long as the corporation continues to operate 
as a going concern.'*'̂
The use of the going concern concept to this extent 
appears to this writer to be unjustified. Each year of 
operation is providing some service from the organization 
costs to the corporation. Each year has some expense in 
that respect. To argue that service is still rendered to 
the corporation after the twenty-fifth year, for instance, 
is also meaningless. A building may be still rendering 
good service after the twenty-fifth year, too, but that 
does not mean depreciation should be ignored. Perhaps
-^Samuel R. Hepworth, "Smoothing Periodic Income,"
The Accounting Review, XXVIII (1953)? 35•
•^Morton Backer, "Determination and Measurement of 
Business Income by Accountants," Handbook of Modern Account­
ing Theory, Morton Backer, editor ("New York: Prentice-Hall,
Inc., 1955), p. 237.
1Zf-Ibid.
most individuals believe they can predict depreciation 
better than they can the period’s expense from organization 
costs.
Most corporations cease to exist, sooner or later.
It is not logical to continue an asset at its full amount 
when it is rather certain that the value is one day to 
disappear. It seems only logical to amortize the organi­
zation costs over a. reasonable period (three to five years, 
for instance).^
Perhaps the concept of materiality is applicable 
here, though in reverse order. If the early, annual 
amounts are not amortized, though the annual amount may be 
immaterial, the cumulative effect will hit some future 
year with a material amount. That future year will be the 
year the corporation ceases to exist.
It is sometimes argued that there is no more reason 
to amortize organization costs than there is to write land 
off the books. This position is untenable, since land will 
still have its value, or at least some value, when the 
corporation dissolves, and organization costs will not.
-L̂ The Internal Revenue Service now permits amorti­
zation over five years.
I60f course, in rare cases the corporate form may 
be sold rather than dissolved.
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Another problem that may arise in the organization 
of a corporation is the construction of a fixed asset 
before the corporation begins operations. Generally, all 
costs attributable to the asset are capitalized to it.
This includes interest during the period of construction 
of the fixed asset. This interest, of course, is the 
interest on the money borrowed to make possible the con­
struction of the asset. Stemming from the theory that 
there should be no expenses prior to the time that there 
is revenue, it has become common practice to capitalize the 
interest (including the bond premium or discount amorti­
zation) during the period of construction of the asset.
The solution is sometimes offered that the interest 
during the period of construction of a fixed asset be 
treated as a deferred charge to be amortized over future 
years. Others suggest that such an "asset" not be amortized 
at all, but that it be permitted to remain on the books 
indefinitely.
The question is: should that cost (interest ex­
pense) which is normally a period cost be capitalized to 
the fixed asset in the situation where there are no oper­
ations? The usual procedure of capitalizing to the fixed 
asset has merit in that there is not yet a period of
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operations« Furthermore, the interest should not be con­
sidered a loss inasmuch as no criterion exists for judging 
the borrowing to be without benefit.
A problem related to the construction of a fixed 
asset— but not the organization of a corporation— is the 
handling of fixed factory overhead when the entity con­
structs its own fixed asset within an operating period. 
Should the fixed factory overhead be allocated between 
product and the fixed asset being constructed, treated 
entirely as product cost, or treated as a period cost?
Devine says the "present consensus of the profession 
seems to favor the inclusion of fixed overhead in asset
cost unless the total exceeds what the asset would have
17cost from other sources.” This practice, it must be 
admitted, first of all, requires going to other sources to 
get the "cost" of the asset. It is not objective.
Allocating fixed factory overhead of the period to 
a fixed asset being constructed causes an increase in the 
reported income of the period in which the construction 
takes place. The increase in the income reported, other
■^Carl T. Devine, "Asset Cost and Expiration," 
Handbook of Modern Accounting: Theory, Morton Backer, 
editor (New York:- Prentice-Hall, Inc., 1955)? P» 33&*
things being equal, is the amount of fixed factory overhead 
allocated to the asset constructed. Is this the purpose 
of accounting, particularly in view of the decided emphasis 
on the correct preparation of the current income statement? 
Is the mere construction of a fixed asset (before it is 
even put into operation in any form) supposed to "create" 
more income of the current operating period? Profits, in 
this manner, can be "manipulated" by management by the 
timing of construction of fixed assets.
It seems more logical to capitalize to the fixed 
asset being constructed only the variable portion of 
factory overhead and, of course, the materials and direct 
labor. This interpretation allows the fixed factory over­
head to be treated either as a product cost, as under ab­
sorption costing, or as a period cost, as under direct 
costing.
Johnson says:
In view of these difficulties and in the interest 
of fairly stating the accounting values for assets and 
periodic income, accountants today generally take the 
position that when a business constructs its own fixed 
assets, the cost of the fixed assets constructed should 
be debited with raw materials, direct labor, and only 
that part of the increase in factory overhead expense 
which can be definitely associated with the constructedfixed assets.1®
■^Arnold W. Johnson, Intermediate Accounting (Revised 
Edition; New York: Rinehart & Company, Inc., 1958), P- 196.
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IV. GOODWILL AND OTHER INTANGIBLES
Intangible assets consist of such items as copy-
19rights, patents, leases, franchises, and goodwill. The 
Bulletin of the Committee on Accounting Procedure of the 
American Institute of Accountants discusses these in­
tangibles under two headings: those with a definite
limited term of existence, and those with no such limited
20term of existence. It recommends that the former be 
amortized by systematic charges in the income statement 
over the period benefited, while the latter, at the dis­
cretion of the corporation, may or may not be systematically 
21amortized. Should the intangibles without a limited term 
of existence not be amortized and then should become worth­
less, it is recommended by the bulletin that they be written 
off to income or to earned surplus, depending on their
o nmateriality.
•^Organization costs, already discussed, are often 
included in this category.
^American Institute of Accountants, Committee on 
Accounting Procedure, ojd. cit., p. 37.
21lbid., pp. 3^-39.
22Ibid., p. 39.
The write off of intangibles with definite, limited 
legal existence should constitute a periodic charge to 
revenue to obtain net income. Since these items are 
usually based on time, or are only indirectly related to 
the product, they should be construed as period costs.
The periodic charge should not, however, be permitted to 
by-pass the income statement b}r direct charges to retained 
earnings. Care, also, should be exercised to amortise an 
intangible over its actual, economic existence, if shorter 
than its legal life.
It is the intangible asset without a definite, 
legal existence which causes the most confusion. The 
Institute’s own pronouncement leaves the decision as to 
whether or not there is to be a systematic amortization to 
the discretion of the corporation. The Internal Revenue 
Service permits no deduction whatever for the amortization 
of goodwill, which is the usual example of this type of 
intangible. These points seem to indicate that tax and 
accounting treatments of goodwill are not appropriate, for 
the matching of costs and revenues for the periodic segments 
of time.
Goodwill represents the capitalization of excess 
earnings— the excess of the actual earnings over the normal
23earnings of the business entity. Regardless of the
existence of goodwill, however, adherence to the cost
principle prevents the accountant from recognizing it in
the accounts unless it is purchased. In other words,
the accounting problem for goodwill is narrowed to purchased
goodwill, since only that type of goodwill should be on the
23books in the first place.
Walker gives these reasons as to why many accountants 
feel that goodwill, when properly brought into the accounts, 
need not or should not be written off the books: (1 ) it is
overconservative to write off goodwill when it has not 
depreciated in value below the purchase price; (2 ) when 
goodwill has actually depreciated, it is not necessary to 
record that depreciation in the operating accounts; and 
(3 ) it is impossible to determine accurately the extent to 
which the goodwill has depreciated.
^Morton Backer, o_g. cit., p. 23 5.
2^Ibid.
25it is true that sometimes the cost of purchased 
goodwill is not properly entered in the accounts when other 
(fixed) assets are purchased at the same time. The cost of 
goodwill may be permitted to be incorrectly added to the 
other assets. Of course, if possible, this procedure 
should not be permitted.
2^George T. Walker, ’’Why Pur-chased Goodwill Should 
Be Amortized on a Systematic Basis,” The Journal of 
Accountancy, XCV (1953)» 212.
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As to the first objection, it should be observed 
that the purchased goodwill is undoubtedly disappearing 
with time and the goodwill in existence after the lapse of 
a considerable period of time is undoubtedly non-purchased 
goodwill and should not be on the books according to the 
accountants’ cost principle.
It is often contended that to amortize purchased 
goodwill will cause double costs: the amortization and
the cost of maintaining the value of the goodwill. If 
goodwill exists, however, after several years, it is not 
likely to be the purchased goodwill. Furthermore, when 
compared to a depreciable fixed asset, it is seen that 
there is expected to be an expense of amortization (or 
depreciation) and an expense of maintenance.
The second objection itself is substantiation for 
the systematic depreciation of goodwill in the accounts in 
order to obtain a showing of the goodwill amortization 
expense in the periods affected. Obviously to wait until 
the purchased goodwill is non-existent to start amortizing 
is to permit mismatching of revenues and expense.
The third objection, that it is impossible to deter­
mine accurately the extent to which the goodwill has de­
preciated, is touching on a problem constantly faced by 
the accountant in almost every area of cost determination.
He is constantly making estimations and using his judgment. 
Walker says that ’’practically all cost and income matching 
items are based on estimates. Any difference is one of 
degree and not of kind."27
Backer believes that the "most reasonable basis for 
disposing of goodwill is to amortize it against income 
according to the number of years on which its computation 
was originally based."2^ Walker contends that "the cost 
of purchased goodwill should be written off or amortized 
on a systematic basis, without regard to the profitableness 
of the enterprise during a given year or even a period of 
years,”29
Excess earning power of the typical enterprise is 
very vulnerable. At the time of the purchase of goodwill, 
the buyer undoubtedly knows, or can determine, approximately 
the number of years of this vulnerable excess earning power 
he is buying. This cost, then, should be shown on those 
particular income statements. This is giving due con­
sideration to the concept of periodicity, which is most 
important in income determination.
27Ibid., p. 214.
2^Morton Backer, op. cit., p. 236. 
29George T. Walker, op. cit., p. 212.
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The going concern concept is often advanced in
support of not amortizing goodwill. The procedure of not
amortizing goodwill not only does not provide proper income
determination by periods but it is a grave mistake to make
for an asset as vulnerable as goodwill. The purchased
earning power is certain to expire and the business entity
30is sooner or later likely to cease to exist.
The concept of objectivity is operative in the 
practice of permitting goodwill to be brought onto the 
books only when it is purchased. The recommendations of 
the profession, however, in allowing discretion as to 
whether or not goodwill is amortized systematically are in 
opposition to the concept of objectivity.
It is concluded that goodwill should be entered in 
the accounts only when purchased, in accordance with the 
concept of objectivity. It should then be amortized 
against income over its expected life, which is, or can 
be, determined generally at the time of the purchase of 
the goodwill. This amortization is made in order to meet 
the requirements of the concepts of periodicity, matching 
of costs and revenues, and objectivity. The periodic
^There are exceptions. A few business entities 
may survive for 200, or more, years.
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amount amortized is closely related to the period and, 
therefore, should be considered a period charge rather than 
a product cost.
V. ACCUMULATED ERRORS
There are several situations which may develop in 
the accounts indicating accumulated errors. The matching 
concept is concerned and the question of ’’period costing 
versus product costing" is affected.
One of these situations has to do with the con­
tinuing use of a fixed asset after it is fully depreciated 
in the accounts. Also, the same problem exists when it is 
determined that the service life being used is incorrect. 
Should the book value of the asset be depreciated over the 
remaining life of the asset, or should a correction be 
made to both Retained Earnings and the Allowance for De­
preciation, and the depreciation recorded for the remaining 
years using the correct service life?
One theory is that since the asset cost has once 
been matched with revenues, there should not be a correct­
ing entry made reinstating asset value. If this is done, 
then additional revenue has the same cost matched with it, 
or considering more than one year, the asset cost is used 
twice in the matching process. To the extent that cost
9S
may influence the sales price, such a procedure tends to 
cause double collection from the customer.^ It is the 
second collection, however, that is the correct one.
The Committee on Accounting Concepts and Standards 
of the American Accounting Association made the following 
statement in 1953’
. . . routine and recurring periodic provisions for 
depreciation and amortization made in good faith after 
considered judgment and after competent review should 
not be reversed, even though such action is seemingly 
justified by changes in the acts or by later estimates 
of usefulness or longevity. The better course is to 
review these policies from time to time and to make 
the resultant adjustments by altering the rate of 
amortization of remaining b a l a n c e s . 32
Then the Committee (in 1953) revised a paragraph of 
the 194$ Revision as follows:
To the extent that specific material errors exist 
in the accounts, the data to be obtained from the 
accounts have lost a portion of their usefulness, 
integrity, and reliability. Therefore, errors of a 
mechanical and nonjudgment nature should be corrected 
in the period of their discovery. Furthermore, if 
new events which are of special and unusual character
31some arguments that have been advanced in opposition 
are that cost may not determine sales price, the amount con­
cerned may be small or immaterial, and the accountant should 
not concern himself much with pricing policies.
^American Accounting Association, Committee on 
Accounting Concepts and Standards, "Accounting Corrections," 
Accounting and Reporting Standards for Corporate Financial 
Statements and Preceding Statements and Supplements 
(Columbus: American Accounting Association, 1957) > p. 35.
\
and significant in their potential effect on future 
income prove past judgments to have been erroneous, 
correction of judgment errors also is proper.33
It appears that this is where the Committee has 
left the problem. This writer can find no specific 
reference to correction of errors in the 1957 Revision of 
"Accounting and Reporting Standards for Corporate Financial 
Statements.”
It appears that the problem should be keyed to the 
basis of correct income determination. It is a question 
of whether the total of the income statements for many 
years should be the correct amount even though each indi­
vidual income statement shows an incorrect income figure, 
or whether some of the income statements should show 
correct incomes even though the total of all income state­
ments is incorrect.
It is believed that the concept of matching costs 
with revenues is misconstrued when it is interpreted to 
prevent a correction of a known error. Each period’s 
revenue should be shown and each period’s expense should 
be used, to give the correct income for the period.
Emphasis should be on the period concerned, not on an 
over-all picture which takes in many years of the past.
33Ibid.
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In other words* it is believed that there is no one item 
in accounting that is more important than the current 
period’s income figure. Investors, management, and credit 
grantors are probably more interested in this one figure 
than in anything else. Also, current income statements 
are more important than older ones when analyzing for 
profitability.
To rule out the making of corrections of past 
mistakes in order to have a matching of costs with 
revenues only once is to ignore completely the concept 
of periodicity. Once the mistake is known, then it is the 
accountant’s duty to correct it and to determine, to the 
best of his ability, the income of the current and future 
periods.
A related problem is the handling of gains and 
losses on the exchange of fixed assets for similar ones.
If the transaction is not an exchange, but simply a sale 
or disposal of the asset at a gain or loss, it seems 
logical enough for the gain or loss to be shown on the 
current income statement. Future periods are not affected. 
Even though the gain or loss might actually be the result
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of incorrect depreciation calculations of the past, 
nothing can be done about the past income statements
When one fixed asset is exchanged for a similar 
one, some accountants contend that no gain or loss on the 
exchange should be allowed to go into the current income 
statement or even to Retained Earnings. The cost basis of 
the new asset is determined, under this theory, by the sum 
of the book value of the old asset and the additional cash 
payment. The Internal Revenue Service requires this method 
when the exchange is made for a similar item but disallows 
it in all other cases.
Arguments against the fused-transaction method of 
handling exchanges are more convincing. The difference—  
the "gain" or the "loss" on the exchange--may be caused 
by management mistakes in the original acquisition of the 
asset, incorrect estimated salvage value, inaccurate de­
preciation rates, and so forth. It is not likely that the 
"book value" of the old asset at the time of the exchange
3A-Some accountants prefer to carry the gain or loss 
in this case to Retained Earnings, by-passing the current 
income statement. There is some merit in this contention 
if the gain or loss is material and if the accountant has 
any way of knowing that the gain or loss is the result of 
errors in past depreciation showings. Otherwise, the gain 
or loss on the asset occurs in the current period and 
should be a period charge or gain.
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is correct. There should be a clearing out of such errors 
now in order that current and future income determination 
can be more accurate. Paton and Paton believe that ”each 
generation of assets should stand on its own feet accounting- 
wise, and the ghosts of earlier generations should not be 
represented in the accounts in any fashion.”^5
A problem may exist in connection with unamortized 
bond d i s c o u nt . W h e n  the bonds of a corporation are 
issued at a discount, it is generally considered correct 
to amortize the discount over the life of the bonds, in 
order to obtain the correct expense of each period.*^ It 
is the years covered by the bonds which are benefited from 
the bond discount. An assumption that the discount should 
be written off in the year in which the bonds are issued 
is based purely on the concept of conservatism. Further­
more, it is, in the writer’s opinion, an inaccurate and 
misleading application of the concept.
-^William A. Paton and William A. Paton, Jr., 
op. cit., p. 22 3.
-^The same theories are applicable to the issuance 
of bonds at a premium. Any conclusions reached in this 
chapter pertaining to unamortized bond discount are con­
sidered to apply, in theory, to unamortized bond premium.
^American Institute of Accountants, Committee on 
Accounting Procedure, ojd. .cit., p. 129.
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The greatest variation in recommendations exists in 
the case of unamortized discount on bonds which are re­
funded. The three methods of disposing of unamortized 
bond discount most commonly offered in this situation are: 
(1) a write-off to income or earned surplus in the year of 
refunding, (2) amortization over the remainder of the 
original life of the issue retired, or (3) amortization
3 gover the life of the new issue.
The Committee on Accounting Procedure of the 
American Institute of Accountants takes the position that 
method (1) is acceptable; that method (2) is preferred; 
that any method which permits amortization over a period 
of years less than that provided by method (2) is ac­
ceptable; that if the term of the new issue is less than 
the remaining life of the old issue, the amortization 
should be made over the shorter period; and that method
o q(3) is not acceptable. J
It should be noted that the Committee permits a 
wide variety of methods ranging from the most conservative 
one of write-off in the year of refunding to amortization 
over the remaining life of the old issue. The latter it 
prefers.
3% b i d . , p. 130.
39ibid.t pp. 130-132.
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The Committee, in its support for the method of 
amortizing discount over the remaining life of the old 
issue, states that the "method is based on the accounting 
doctrine that when a cost is incurred the benefits of which 
may reasonably be expected to be realized over a period in 
the future, it should be charged against income over such 
period."^ This reasoning, in the opinion of the writer, 
places too much inflexibility on the number of periods 
estimated to be benefited, which may later prove to be 
quite erroneous. It is about the same as saying that when 
a fixed asset is purchased and its life is estimated, the 
cost of the asset must be amortized or depreciated over 
that estimated number of years disregarding the fact that 
it may be sold or traded in on a similar fixed asset much 
earlier than the expiration of its originally estimated 
lif e.
Another disadvantage of the Committee*s recommended 
procedure is apparent in the situation where the life of 
the new issue is shorter than the remaining life of the old 
issue. The Committee recommends the shorter life of the 




It is perhaps axiomatic that bonds will not be 
refunded unless there are benefits, real or imaginary, 
from the refunding. These benefits will apply to the 
corporation over the life of the new issue. Correct 
income determination is not made unless each period in the 
life of the new issue is charged with its portion of such 
cost, including discount on the new issue. Unamortized 
discount on the old issue, however, is not concerned. It 
can have no bearing on whether or not the decision to 
refund is made. Certainly it follows that it is not a 
cost of the life of the new issue.
The treatment which considers the unamortized bond 
discount on the old issue an expense (or loss) of the year 
of refunding is preferred inasmuch as it permits a cut-off 
of the old issue in the refunding period.^ Paton and 
Paton express the thought in this manner:
It should be noted that refunding does not cause a 
loss to be suffered; refunding is rather the occasion 
for acknowledging the loss which has accrued because 
the conditions attaching to the original contract are no longer favorable,42
44This is also the method which agrees with the 
income-tax treatment.
42william A. Paton and William A. Paton, Jr., 
Corporation Accounts and Statements (New York: Macmillan
Company, 1955), p. 257.
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VI. PENSION COSTS
Pension costs of a business are generally recognized 
as current period costs. Under the "direct costing" 
theory, pension costs may be a part of the product. If 
the pension costs vary with direct labor cost, or with the 
volume of operation, they are a variable, product cost 
under this theory.
A special problem arises, however, when a corpo­
ration adopts a pension plan. The employees usually 
receive credit for some past service performance. The 
question is: should the pension cost for past services be
charged to surplus, to the revenues of the year in which 
the pension plan is adopted, or to the present and future 
years? It is the present and future years which are ex­
pected to benefit from the expenditures. The Committee on 
Accounting Procedure of the American Institute of Accountants 
recommends that such costs be charged to the present and
JO
future periods benefited.
The Committee reasons that the adoption of such a 
pension plan provides benefits which "will include better 
employee morale, the removal of superannuated employees
^American Institute of Accountants, Committee on 
Accounting Procedure, op. cit., p. 117.
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from the payroll, and the attraction and retention of more 
desirable personnel, all of which should result in improved 
operations."^ It seems appropriate to point out that 
this reasoning on the part of the Committee is consistent 
with the going concern and matching of costs and revenues 
concepts. It is in contrast to the very conservative 
approach so often taken by accountants. The recommended 
procedure is also the one permitted for income-tax treat-
, 45ment.
VII. TAXES
The principal types of taxes imposed on a business 
are income, property, and payroll. The latter, commonly 
called social security taxes, is variously handled in the 
accounts. The treatments range from a showing as period 
costs only to allocations to selling and administrative 
groups (period costs) and to product, as factory overhead. 
If the taxes are on piecework wages, they should be con­
sidered product cost. The limit which is imposed on the 
taxes per year may cause special consideration. If the 
workers generally exceed this payroll limit, the payroll
^Ibid. , p. 113.
45ibid., p. 117.
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taxes are mostly "time governed" and should be handled as 
period costs.
Property Taxes
The Committee on Accounting Procedure of the American 
Institute of Accountants says "it does not necessarily 
follow that the legal rule should determine the accounting 
treatment,"^ and again, "Generally, the most acceptable 
basis of providing for property taxes is monthly accrual 
on the taxpayer's books during the fiscal period of the 
taxing authority for which the taxes are l e v i e d . T h i s  
makes the property tax an expense of doing business and an 
expense based on the time period. It, therefore, should 
be treated as a period cost. An exception would be the 
tax on inventories.
Property taxes which are in the form of special 
assessments usually should be capitalized to the property 
involved (generally land). If the special assessment is 
for current maintenance, it is a period cost.
Income Taxes
The tax levied on earnings is generally considered 
to be, and is generally treated as, an expense of the
^6Ibid., p. 32. 
^7Ibid., pp. 33-34.
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year— a period cost.^ It is a governmental levy on the 
entity for doing business at a profit for the year. As 
such, it is properly considered an expense of the year. 
Accountants, as a matter of convenience and of disclosure, 
report the income tax in an account separate from the other 
taxes.
A special income tax problem sometimes arises when 
the accounts reflect income on one basis and the tax return 
on another. An example is the situation where the corpo­
ration's accounts and statements show realization of income 
by the regular sales method and the income tax return re­
flects income by the installment method. Should the state­
ments report the income tax expense according to what is 
payable by the tax return or should the tax expense be an 
amount estimated and calculated on the income reported in 
the statements? The Committee on Accounting Procedure of 
the American Institute of Accountants states:
If, because of differences between accounting for 
financial purposes, no income tax has been paid or 
provided as to certain significant amounts credited 
to surplus or to income, disclosure should be made. 
However, if a tax is likely to be paid thereon,
^William A. Paton and William A. Paton, Jr., 
Corporation Accounts and Statements, p. 321+,
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provision should be made on the basis of an estimate 
of the amount of such tax.49
In other words, the Committee believes that if the 
difference in the two tax amounts is reasonably definite 
and subject to estimation, the tax expense reported on the 
statements should be based on the income reported by the 
statements. The tax is to follow the revenue.
The American Accounting Association1s Committee on 
Accounting Concepts and Standards takes the position that 
disclosure of the difference in the two tax amounts is 
necessary but sufficient.^ It states:
Disclosure is sometimes accomplished by recording 
the differences as prepayments (given an expectation 
of future tax savings) or accruals (given the opposing 
prospect). However, these items do not present the 
usual characteristics of assets or liabilities; the 
possible future offsets are often subject to unusual 
uncertainties; and treatment on an accrual basis is 
in many cases unduly complicated. Consequently, dis­
closure by accrual may be more confusing than en­
lightening and is therefore undesirable.51
^American Institute of Accountants, Committee on 
Accounting Procedure, ojg. cit. , p. 92.
^American Accounting Association, Committee on 
Accounting Concepts and Standards, "Accounting and Report­
ing Standards for Corporate Financial Statements— 1957 
Revision," Accounting and Reporting Standards for Corporate 
Financial Statements and Preceding Statements and Supple­




One member of the Association’s Committee* Mr. 
Moonitz* believing that such accruals or prepayments of 
the income tax; should be reflected in the accounts and
52statements* dissents to the statement of the Committee.
He maintains that ”the prospects of substantial reduction 
or repeal of the corporate income tax are negligible, and 
that the prospects of profitable operation of corporate 
enterprise are extremely high."53
The issue centers around the tax expense for the 
year. Is that amount the actual expense (though estimated)* 
or is it the tax "which happens to be legally payable for 
that year by the method adopted for tax purposes? Certain­
ly* it is the former. An estimation should be no deterrent
here* as many of the expenses reported by accountants are 
estimations. Only in this way can the true expense for the 
year based on the income reported in the statements be 
reported.
It is only logical to inquire as to the existence of 
the expense* inasmuch as there is no liability to any party
and no incurred cost. An expense was defined* in effect,




case, the revenue for the period is an objective fact and 
the income tax expense is related to it. The question is: 
can the income tax be recognized as a cost of this period?
It is true that there is no prepayment in this 
situation and no liability according to the usual objective 
standards of recognizing a liability. Hill says the "so- 
called ’liability’ held to result from a current ’under 
payment’ of the period income tax does not fit the common 
definition of a creditor claim. "5̂ - Again, he says: "It
is simply that no one owes anyone anything in the presently 
accepted sense of the word ’liability.’ The amount shown 
under this caption represents, not what the firm i_s liable 
for, but what the firm expects to be liable for at some 
future time."55
Consideration of this problem from the viewpoint of 
an asset, rather than a liability, may be more productive 
of grounds for the recognition of the income tax as a cost 
of the period. The Committee on Accounting Concepts and 
Standards of the American Accounting Association in its 
1957 Revision says: "Expense is the expired cost, directly
^Thomas M. Hill, "Some Arguments Against the Inter- 
Period Allocation of Income Taxes," The Accounting Review, 
XXXII (1957), 3 53.
55ibid.
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or indirectly related to a given fiscal period, of the flow 
of goods or services into the market and of related oper­
a t i o n s . ” ^  Then, again, the Committee states: "Recognition
of cost expiration is based either on a complete or partial 
decline in the usefulness of assets, or on the appearance 
of a liability without a corresponding increase in assets."57
The income tax expense for the period should be 
justified on the basis of partial decline of the asset in 
the form of receivables from the customers. Under this 
interpretation, the off-setting credit account to the income 
tax expense is a valuation account. It seems that there is 
no more use of estimation and judgment in recognition of 
this valuation account than there is in depreciation, bad 
debts, and other valuation situations.
The pattern of this reasoning is that the recognition 
of revenue by objective evidence in the form of the sales 
automatically brings the receivable into the accounts. By 
applying judgment and estimation to facts already in ex­
istence, the decline in asset value is determined. This
^ A m e r i c a n  Accounting Association, Committee on Ac­
counting Concepts and Standards, "Accounting and Reporting 




cost (income tax expense) is then matched with the revenue 
of the period to give the income of the period.
When the problem situation is the opposite, a pre­
payment of the tax has occurred. The prepayment will 
expire as the periods arrive according to the usual method 
of prepayments and deferred charges.
Another problem arises when an unusual gain is 
carried directly to surplus, by-passing the income state­
ment for the year. Since the income statement does not 
show all of the taxable income for the year, the tax 
expense is much greater than what it would be if calculated 
only on the income reported in the income statement. In 
such cases, the Committee on Accounting Procedure of the 
American Institute of Accountants recommends that the 
income tax be allocated to the income statement and to 
surplus, thereby making the tax on the income statement’s 
income no more than it should be,5& Similarly, if an un­
usual charge which is deductible for tax purposes is carried 
directly to surplus, the Committee recommends that the tax 
expense shown on the income statement be increased from 
the actual tax to an amount applicable to the income
^American Institute of Accountants, Committee on 
Accounting Procedure, op>. cit., p. $9.
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reported on the income statement, with a corresponding 
reduction of the charge to surplus. 9̂
If one accepts the accounting procedure of crediting 
an unusual gain directly to surplus and of debiting an un­
usual loss to surplus, the recommendation of the Institute’s 
Committee seems proper. With a division of income between 
two statements, the tax expense should be made to follow 
the two groups of income. This writer, however, objects 
to the carrying of extraordinary gains and losses directly 
to surplus. If they are shown on the income statement to 
give a complete picture, there is no necessity for allocating 
the income tax expense. The income statement for the period 
should show all of the revenues, all of the expenses (in­





Control of cost was presented in Chapter II as an 
objective of accounting. It is most important in a manu­
facturing firm where the inventory is significant. Pro­
cedures for cost control in the manufacturing enterprise 
are likely to have a decided effect on the problem of 
,fperiod costing versus product costing."
The principles of cost control are discussed in 
this chapter, with the hope of determining the relationship 
of cost control and product costing, on the one hand, and 
cost control and period costing, on the other. Also, the 
relative importance of product costs is considered in con­
nection with that of period costs.
Cost control, or cost minimization, developed because 
there was a great need for it. It has been said that the 
cost reduction drive is a feature of the American competi­
tive system and responsible to a great extent for our high
1living standard.
^■James L. Peirce, "The Budget Comes of Age,"
Readings in Cost Accounting, Budgeting, and Control,
William E. Thomas’̂ editor (Cincinnati: South-Western
Publishing Company, 1955)* p. 137*
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Some costs offer more resistance to control than do 
others. Bradshaw says the resistance which costs offer to 
control depends to a large extent "upon the ease of so­
lution of two problems: (1) how easily can we determine
how much to spend? (2) how easily can we fix spending
responsibility?"^
Expenses should be classified according to authority 
to incur expense, to achieve greater control. Control must 
originate at the level of activities.^ It is here that 
costs can be related to the making of decisions, and 
responsibility can be fixed. Vatter says costs "must be 
related to the things being done, and this is largely a 
matter of setting costs against decisions."^
The control records and procedures should police 
performance and such policing should be "at the s o u r c e ."5
p"'Thornton F. Bradshaw, "Control of Major Maintenance 
Expense," Readings in Cost Accounting, Budgeting, and Control, 
William E. Thomas, editor (Cincinnati: South-Western Publish­
ing Compan}̂ , 1 9 5 5), p. 574.
^Lloyd F. Morrison, "Some Accounting Limitations of 
Statement Interpretation," The Accounting Review, XXVII 
(1952), 491.
^William J. Vatter, "Tailor-Making Cost Data for 
Specific Uses," Readings in Cost Accounting, Budgeting, and 
Control, William E. Thomas, editor (Cincinnati: South-
Western Publishing Company, 1955), P* 321.
^Billy E. Goetz, "Tomorrow’s Cost System," Readings 
in Cost Accounting, Budgeting, and Control, William E.
Thomas, editor (Cincinnati: South-Western Publishing
Company, 1955), p. 77.
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In this connection, the management principle of* "exception” 
is used extensively.
One writer, who believes cost control must be taking 
place all of the time, expresses it in this manner:
. . . Thus, cost control, or minimization, is some­
thing which must be going on at all times. To some 
extent it may depend upon spot tests of various sorts, 
tests to see that costs are being kept within bounds, 
but to be of greatest utility cost-control measures 
must be in continuous operation so that as wastes and 
inefficiencies enter the picture they are spotted at 
once before losses have had a chance to accumulate.°
Another writer is of the opinion that cost controls 
for the line supervisor must have these four basic quali­
ties: be correct, be specific, concern matters within the
7supervisor’s control, and be reasonably accurate. Wellington 
believes that it is the responsibility of the cost accountant 
to see that everyone controlling operations "gets promptly 
the cost information that he needs, appreciates the signifi­
cance of such information, and understands how he can use 
it.
^Robert L. Dixon, "Cost Concepts: Special Problems
and Definitions," The Accounting Review, XXIII (1943), 40.
^Paul Scharninghausen, "Getting the Facts to the 
Foreman for Control," N.A.C.A. Bulletin, XXXVIII (1957), 937.
d°C. Oliver Wellington, "Product Costing Up-to-Date," 
N.A.C.A. Bulletin, XXXVI (1955), 1620.
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Inasmuch as the cost-control system must be acted 
upon at the decision-making center, it is necessary that 
the system have the characteristic of simplicity. Directly 
related is the cost of the control system. If it lacks the 
quality of simplicity, the system may be too costly for 
practical operation.
A principal problem which may disturb decision­
making is that certain costs (particularly fixed expenses) 
may be allocated and re-allocated to obtain product costs 
under absorption costing. To cope with this problem may 
involve the separation of fixed expenses from variable 
expenses either in the accounts or in the reports to the 
pertinent supervisors. Generally, fixed expenses are the 
responsibility of top management. It is with top manage­
ment that the decision is made to provide a certain capacity 
of production. This causes certain expenses to be fixed, at 
least for a short period of time.
The problem of determining what is a fixed expense 
and what is a variable one changes as the length of the 
time period changes. That expense which is definitely a 
fixed one for a month may be a variable one for a year. 
Vatter states: "Every cost is a variable cost, and every
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cost is a fixed cost over some range. The only difference 
is the size of the step.”9
Inasmuch as responsibility for cost incurrence must 
be fixed for cost control and since the fixed expenses of 
the period concerned need to be known to keep from charging 
the wrong persons xvith such cost incurrence, it becomes 
necessary to do the best job possible in distinguishing 
fixed and variable expenses. This problem is ever present 
in cost control.
The problem of cost control and related subjects, 
including fixed and variable expenses, are discussed in 







No attempt is made to give complete procedural 
techniques in each case. Furthermore, it is recognized 
that in some businesses cost control may be achieved with­
out the use of any of the above-listed devices, though 
such cases are likely to be uncommon.




The reports most beneficial in cost minimization 
are the ones directed to management. Management, for this 
purpose, should be divided into three groups: top manage­
ment, middle management, and foremen or department heads.
By middle management is meant executives in charge of 
major divisions of the company.
The type of report needed in any situation depends
greatly on the type of decision which is expected to be
made by the particular level of management concerned. Top 
management, for instance, is interested in the future, in 
planning, in developing the long-range plans and forecasts. 
It cannot be expected to attend to the day-by-day controls 
which may be necessary for effective cost control.
The Committee on Research of the National Associ­
ation of Cost Accountants believes the purposes for which 
the information contained in accounting reports may be 
used are:
1. To provide background information.
2. To present the anticipated financial results of
plans for future operations.
3. To measure success in maintaining control over
current operations.10
lONational Association of Cost Accountants, Committee 
on Research, "Presenting Accounting Information to Manage­
ment," N.A.C.A. Bulletin, XXXVI (1954), 597.
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Middle management is greatly concerned with budget­
ing and with seeing that foremen are carrying out the 
operating plans and controls. Reports received by middle 
management are likely to emphasize current control.
In the factory, the foreman1s responsibility does 
not extend to profits, being limited to costs.^^ The 
foreman is in an advantageous position to actually exercise 
control over costs. Reports to him should be freauent and 
assist him in maintaining day-by-day control. They need 
to direct attention to the situations which require im­
mediate attention.
There are daily, weekly, monthly, and annual reports. 
Though each level of management may reouire some of each 
type of report, it is true that the daily reports are 
directed more to the foremen, It is here that current 
control can be most effective, and time is of the essence.
Reports for cost control should be in understandable 
language, timely, accurate, and directed to the knowledge 
and responsibility of the person using them. Generally, 
they should make use of the principle of "exception.” In 
addition, if the report portrays both fact and opinion, it 
should distinguish between the two. Carlson says the
•*--*-Ibid., p. 623 .
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"accountant’s opinion may be as helpful as his findings
12but the two elements should be separated in a report."
One writer feels that one of the most important 
tests which can be applied to a report is, "Can it serve 
as a basis for action?"-^ if it cannot, the report is 
likely to be useless.
In many instances, the reports should be stated in 
physical units. Mats, Curry, and Frank express the idea 
in this manner:
. . . Accountants, by training and habit, are
accustomed to presenting accounting information in 
terms of dollars. These dollar values, which take on 
an air of scientific exactness, give a foreman not 
trained in the language of the accountant a certain 
amount of difficulty; therefore, to make cost reports 
more valuable and useful, an effort should be made to 
show physical units as well as dollar values.14
It should be pointed out that managements may take 
control action based upon the periodic income statement. 
■Managements have been known to take action on the basis of 
such statements, when the a.ction was unwarranted on the
in ,Ernest A. Carlson, "Management Accounting m  
Action," N.A.C.A. Bulletin. XXXVIII (1956), 5»
i3wilfred Reets, "Accountants’ Reports Should Be 
Written with Prime Consideration for Their Use by Manage­
ment," The Journal of Accountancy. XCIII (1952), 452.
3-4Adolph Matz, Othel J. Curry, and George W. Frank, 
Cost Accounting (Second Edition; Cincinnati: South-Western
Publishing Company, 1957), p. 643*
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basis of facts.̂ -5 The disadvantage, from the standpoint 
of cost control, of the traditional income statement 
prepared on the absorption basis of accounting is that 
fixed expenses are not distinguished from variable ones.
An income statement, either a special one or one prepared 
as a part of direct costing, which makes the distinction 
between variable and fixed expenses is better for cost 
control.
II. BREAK-EVEN ANALYSIS
The break-even point is the point at which the 
business entity neither makes a profit nor suffers a loss 
in its operation. Break-even sales merely cover expenses.
Ease of calculation of break-even points requires 
the separation of fixed and variable expenses. With the 
variable cost per dollar of sales known and with the fixed 
expenses separately shown, it is no trouble to quickly 
compute the theoretical break-even sales. Subtract the 
variable cost per dollar of sales from the dollar of sales 
to obtain marginal income, convert this to a ratio to 
sales, and then divide this ratio into the total dollar
Brooks Heckert and James D. Willson, Controller- 
ship (New York: Ronald Press Company, 1952), p. 3 6 5 .
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amount of fixed expenses. The result is the break-even 
sales.
Another method of expressing the break-even formula
is:
Fixed Expenses
Break-Even Sales = ___________ ____________
1 - Variable Expenses 
Total Sales
The break-even point rnay also be determined by 
presenting a break-even chart. The point on the chart at 
which the cost line intersects the sales line is the break­
even point. The same break-even point is determined whether 
it is done by the chart or by a simple mathematical calcu­
lation, as previously illustrated.
The principles involved in break-even point calcu­
lations can be used in various types of cost control and 
profit control analyses. Furthermore, break-even analyses 
and calculations can be made using cost and revenue figures 
of past periods, or they can be future projections, making 
use of expected volumes and costs. It is in the latter 
usage that greatest control possibilities exist.
Perhaps the most important requirement in break-even, 
and related, analyses is the separation of expenses into 
two groups: fixed and variable. Expenses do not auto­
matically fall into these two categories. Each expense 
for a certain period is fixed., variable, or semi-variable.
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Generally, the fixed and variable expenses can be determined 
by observation, but the separation of semi-variable expenses 
into fixed and variable portions is more difficult.
A fixed expense remains the same at different volumes 
of production, and a variable expense varies in direct pro­
portion to volume of production. A semi-variable expense 
is an expense with a ratio of increase (or decrease) lower 
than the ratio of sales volume increase (or decrease) with 
which it is compared.
There are different methods in use for attempting 
to separate a semi-variable expense into its fixed and 
variable parts. One method is the scatter chart.-̂-7 In 
building the scatter chart for an expense, the horizontal 
base scale of the graph is used to show the volume. Gener­
ally, the factor used for this is units of output, per­
centage of capacity, direct labor dollars, or some other 
item considered most likely to show volume of operation.
The vertical scale is used for the expense. The 
expense amounts for the different months (which are usually
•*■6Joseph Goliger, uAnalysis of Semi-Variable Ex­
penses,” The Accounting Review, XXIV (1949)> .308.
17The scatter chart is one making use of historical 
data. Other methods using historical statistics are the 
"method of least squares" and the "high and low point” 
method.
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at different levels of operation) are plotted on the chart. 
By visual observation, a line is drawn through these dots 
to intersect the left-hand vertical ordinate.
If the expense is fixed (containing no variable 
element), the medial line drawn through the dots will 
parallel the horizontal base. For a variable expense, the 
medial line will intersect the left-hand vertical ordinate 
at zero. If the expense is one that is semi-variable, the 
medial line (hypotenuse) will intersect the left-hand 
vertical ordinate at the point which represents the amount 
of fixed expense in the account. Variable cost, therefore, 
is the expense above this fixed expense line. It is repre­
sented by the angle formed by the medial hypotenuse line 
and the fixed cost line (which is parallel to the base 
line).
Variable cost per unit of measurement (unit of 
product, direct labor hour, or other) is easily calculated 
by subtracting the amount of fixed expense from the total 
expense and dividing by the number of the units of measure­
ment. In this manner1, the semi-variable expense is sepa­
rated into two parts (fixed and variable components), and 
it is usable in cost control and profit control analyses 
where volume is a main problem.
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Another method of breaking down a semi-variable 
expense into the two parts is what Matz, Curry, and Frank 
call the "analytical approach."*^ Under it, industrial 
engineers work in conjunction with the controller and the 
budget staff to study each expense and establish an esti­
mated variability factor. They study each function 
(activity, job) to determine (1) the necessity of the 
function; (2) the most efficient method to do the job; and 
(3) the proper cost of performing the work at various
IQlevels, of production.
"Fixed" costs are not inherently fixed. They take
on this characteristic for a period of time as the result
of management decisions and policies to provide a certain
capacity to do business. A Committee of the National
Association of Cost Accountants says: "It may be said
that the amount of the fixed costs is determined by the
volume of business anticipated and by the methods chosen
to handle this business rather than by the volume of
90business actually done." u
•^Adolph Matz, Othel J. Curry, and George W. Frank, 
op. cit., p. 546.
I9lbid.
^National Association of Cost Accountants, Committee 
on Research, "The Variation of Costs with Volume," N.A.C.A. 
Bulletin. XXX (1949), 1220.
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When fixed expenses are brought out in the open and 
recognized as the responsibility of top management (in 
some cases, middle management), the effect of a change in 
policy may be reflected in the break-even point and in 
other cost control and profit control calculations. An 
increase in the amount of fixed costs causes a higher 
break-even point. Plant improvements generally cause an 
increase of the break-even point and, as a result, may 
meet with opposition. Yet, one writer says the "history 
of successful companies is typically one of expanding and 
improving plant, which inevitably means increasing fixed 
costs and raising break-even p o i n t s . "21 j\n increase in 
fixed costs and the break-even point may often make oper­
ating at the normal level more profitable by having an 
offset to rising variable costs or through reductions of 
variable costs. In this connection, Kempster believes 
that care must be exercised in distinguishing the desirable 
objectives of cost control and reduction from "equally
22well-founded measures of plant expansion a.nd improvement."
21john H, Kempster, "Break-Even Analysis— Common 
Ground for the Economist and the Cost Accountant,” N.A.C.A. 
Bulletin. XXX (1949), 720.
22lbid.
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A change in fixed costs, accompanied by no change 
in variable costs, affects the break-even point but has no 
effect on the marginal income ratio. An increase in vari­
able costs reduces the marginal income ratio and raises 
the break-even point. An increase in both fixed and vari­
able costs increases the break-even point to an even greater 
extent and reduces the marginal income ratio.
The marginal income ratio is important in analysis.
If the ratio is low (because a large part of the sales 
dollar is absorbed in variable costs), it requires a large 
increase in volume to change profits to a great extent.
On the other hand, losses do not accumulate rapidly when 
the volume falls below the break-even point.
Large profits result from small increases in volume 
above the break-even point when the marginal income ratio 
is high. Also, small decreases in volume below break-even 
sales cause heavy losses and rapid drainage of the working 
capital.
The importance of the marginal income ratio (which 
is affected greatly by the variable costs) demonstrates 
how important it may be to exercise control over the vari­
able costs. Furthermore, they are the costs which, for 
the most part, are the responsibility of the lower echelons 
of management— the department foremen.
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The margin of safety figure for an entity may 
determine to a great extent the soundness of the business. 
Margin of safety is the difference between break-even 
sales and total net s a l e s . When expressed as a ratio, 
it is the total net sales less break-even sales divided by 
total net sales. A high safety margin means the business 
can lose a considerable amount of sales before experiencing 
a loss.
The margin of safety ratio can be used in connection 
with the marginal income ratio to calculate readily the net 
profit ratio (and the net profit). The margin of safety 
ratio multiplied by the marginal income ratio gives the 
net profit ratio.
It is common to think of fixed costs as constant 
and variable costs as varying. This is true when they are 
expressed in amounts. When they are expressed as rates, 
using sales as the denominator, fixed costs become a vari­
able and variable costs a constant.
Though break-even analysis has usefulness in cost 
control, it also has limitations. Conway says the "technique
Adolph Matz, Othel J. Curry, and George W. Frank, 
op. fit., p. 725.
13 2
offers a static analysis of a dynamic p r o b l e m . A  given
break-even chart is based upon a given amount of fixed
cost, specified selling prices and sales mix, and a ratio
of variable costs to volume which remains constant when
volume changes.
The factor which limits break-even analysis more
than anything else is the relative inability to treat
? ̂multiple-product firms or situations.''' A Committee of 
the National Association of Cost Accountants says: "Par­
ticularly when analysing cost variation by product lines, 
the necessity for allocating many fixed costs on more or 
less arbitrary bases causes break-even volume figures to 
have only limited reliability."^
The fundamental difficulty lies in the manner of 
expressing a measure of volume.2"'7 The measure of volume 
for a single-product chart is usually unit volume, per­
centage of capacity, or dollar volume. Where W o  or more
O }4'Ri chard W. Conway, "Breaking Out of the Limi­
tations of Break-Even Analysis," N.A.C.A. Bulletin, XXXVIII 
(1957), 1265.
25Ibid.
^National Association of Cost Accountants, Committee 
on Research, "The Volume Factor in Budgeting Costs," N.A.C.A. 
Bulletin, XXXI (1950), 1314.
2?Richard W, Conway, ojd. cit., p. 1266.
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products are involved, unit volume loses its significance. 
Also, percentage of capacity and dollar volume cease to 
express what is being produced, and profit becomes partially 
a function of product mix.
If separate break-even charts are prepared for the 
different products of a multi-product entity, the problem 
of allocating fixed expenses to the different products is 
encountered. These fixed costs may contain elements which 
cannot be attributed to a particular product. This, Conway 
says, "implies that the whole is not equal to the sum of 
its parts, that break-even on each of the individual
p dproducts is not the same as break-even for the firm„,,/CO
General account classifications and allocations are 
not conducive to control. Dean believes that enterprise 
cost data, being largely the by-product of the requirements 
of financial accounting, are collected, classified, and 
apportioned under fairly rigid conventions which impose 
serious qualifications on the meaning of the resulting
90cost and revenue functions,
^ Ibid., p. 1267.
^Joel Dean, "Cost Structures of Enterprises and 
Break-Even Charts," Readings in Cost Accounting, Budgeting, 
and Control, William E. Thomas, editor (Cincinnati: South-
Western Publishing Company, 1955), p. 431*
1.34
There is usually a time lag between the measured 
cost and output. This causes some error in the effects of 
the relationship. Dean says to find "the relation between 
cost and output the costs must be synchronised with the 
output to which they contributed."30
Perhaps break-even analysis has its least use when 
the product mix varies greatly, when materials that are a 
predominant cost fluctuate widely, when technology changes 
occur freouently, and when sales promotion efforts and 
advertising are highly changeable. Though it has limitations, 
the break-even chart has cost control usefulness for many 
businesses. It forcibly portrays that overall costs do not 
vary with sales, and that variable costs (which may be con­
trollable) have a decided effect on the break-even point.
By use of the break-even chart, it may be possible to con­
vince a department head to eliminate inefficient producers 
from his department. The lowering of the break-even point 
by reducing variable costs in this manner should be readily 
appreciated by the conscientious foreman.
The break-even chart clearly sets out in the open 
the "danger area"— the period in which a business operates 
until the break-even point is reached. Andrews believes
30Ibid., p. 43 5.
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that special attention can be focused on the elements of 
cost for control purposes more readily and more success­
fully during this period than when the break-even point
31has been reached.
III. BUDGETS
A budgetary plan of operations for the period is 
practically a necessity for overall control and control of 
cost. A business can be better managed from a plan-- 
budgetary plan--than from no plan at all. The historical 
income statement has weaknesses as a guide for the present 
or future period. Weaknesses of past performance as a 
goal for current cost control are: (1 ) inefficiencies ma3r
be perpetrated rather than eliminated, and (2 ) past costs 
may,not reflect cost changes that can be expected as a 
result of conditions which differ from those under which
Tj 2costs were incurred in preceding periods.
^-Raymond W. Andrews, "Whv Mot Use the Break-Even 
Chart More Freely?” N.A.C.A. Bulletin, XXXVIII (1957), 7&2.
-^National Association of Cost Accountants, Committee 
on Research, "Cost Control for Marketing Operations-- 
General Considerations," Readings in Cost Accounting, 
Budgeting, and Control., William E. Thomas, editor (Cin­
cinnati: South-Western Publishing Company, 1955), P» 623.
Johnson defines a budget as na detailed and top- 
management forecast of the operations of a business for a 
given period of time under expected conditions of a high 
degree of attainable efficiency. Another writer says:
UA budget is a forecast, in detail, of the results of an 
officially recognized program of operations based on the 
highest reasonable expectation of operating efficiency,"34
The budget is designed to fit the needs of the 
particular business. It proposes a standard of performanc 
which is practical. Furthermore, it fixes in its plan the 
individual responsibilities for the performances. These 
responsibilities should be understood by individuals con­
cerned .
In a restricted sense, the word budget implies a 
limitation of expenditure. From a broad viewpoint, how­
ever, a budget covers the entire field of operations and 
serves as an instrument of control in all departments of 
the business entity. J It is a forecast which includes 
the estimated income statement for the budget period, an
•'"'Arnold W. Johnson, Intermediate Accounting 
(Revised Edition; hew York: Rinehart & Company, Inc.,
195S), P. 693.
-̂'■John R. Bartizal, Budget Principles and Pro­
cedure (New York: Prentice-Hall, Inc., 1940), p. 1.
J ^Ibid., p, 2.
estimated statement of cash receipts and disbursements for 
the period, and a statement showing the estimated financial 
condition of the business at the end of the budget period.
Higgins says no budget system "is full3r effective 
unless it is built around one basic premise or philosophy 
and that is that budgets and responsible individuals must 
be synonymous.'’̂  Each responsible individual must feel 
that the budget is his budget and not something forced 
upon him.
Peirce believes the budget should not be looked 
upon as a. device "to goad" persons into greater effort. 
Rather, management must impart and generate the attitude 
of "let’s do it together.^
The budget period should be three, six, or twelve 
months, depending upon the particular business.' The period 
should coincide with the financial accounting period .inasmu 
as it is desired to compare actual results with the budget 
estimates. A common practice is to prepare the budget by 
quarters for a year and divide the budget for the first
3^John a . Higgins, "Responsibility Accounting," 
Readings in Cost Accounting, Budgeting, and Control,
William E, Thomas^ editor (Cincinnati: South-Western
Publishing Company, 1955)a P* 101.
37James L. Peirce, ojo. cit., pp. 131 and 137.
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quarter into months. i/hen the first quarter is past, the 
budget is projected another quarter and the next quarter 
is divided into months.
The budget period should be long enough to cover 
the production cycle, the merchandise turnover cycle, and 
to allow for the financing of production well in advance 
of the needs. If the business is of a. seasonal nature, 
the period should cover the seasonal cycle.
The logical starting point in preparation of the 
budget is the determination of the sales estimate for the 
budget period. The sales estimate should originate with 
the individual salesmen or with the sales manager. This 
estimate should be reviewed and adjusted by the market 
research division. Both inter'nal and external influences 
should be given consideration in making the sales estimate.
Then the sales estimate is determined, the budget 
director with the aid of management should set a profit 
goal based on this estimate. If the sales estimate does 
not indicate a satisfactory profit, management must consider 
alternatives. These may be many in number and types. One 
possibility is to search for cost reductions in some or all 
areas.
The manufacturing expenses are troublesome and may 
appear in the accounts in any of several ways. For budget­
ing and control purposes, it is best not to classify the
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expenses according to the products that must absorb the 
expenses or according to the natural expense grouping 
(wages, freight, light, and so forth). Functional or 
departmental classification is preferred for budgeting 
purposes. The departments in the factor}^ are either pro­
ducing departments or service departments.
Only the expenses for which the foreman or depart­
ment head can be held directly responsible should be 
included in his budget. Each department head should 
participate in the preparation of the budget for his de­
partment. This may be direct participation in the early 
phases or it may come in the form of reviewing and approv­
ing what the budget committee or director has done.
There are two types of budgets: (1) fixed, and 
(2) flexible (or variable). The fixed budget is simply a 
plan based on a certain level of activity. The value of 
the fixed budget to management, for control purposes, is 
greatly reduced when the actual level of activity is quite 
different from the level planned.
The principle of the flexible budget is to provide 
a norm of expenditures for any volume of business and to 
have this guide in advance of the actual expenditure. A 
flexible budget is really a series of fixed budgets
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prepared .for several volumes of activity extending over a 
wide range— usually from 60% to 100% of capacity.
Cost control, to be effective, requires that the 
actual cost be compared with what it should have been.
The fixed budget fails to provide what the cost should 
have been unless the actual level of activity happens to 
coincide with the planned level. Since every business is 
likely to be in a state of continuous change, the flexible 
budget meets the condition much more adequately than does 
the fixed budget.
The problems of fixed expenses and volume are en­
countered in building a flexible budget. As in the case 
of break-even analyses, all expenses should be separated 
first into the three groups: fixed, variable, and semi­
variable. The semi-variable ones should be analyzed by 
one of the methods discussed earlier in this chapter and 
divided into the fixed amount and the variable factor.
V/ith the use of these data as in the construction of break­
even charts, the allowed (budgeted) expense amounts can be 
determined at the different levels of activity.
Some companies do not separate fixed and variable 
expenses. They set up the different budgets at 10% inter­
vals of activity, using estimation, experience and judgment 
in determining the expense amounts. The result is a flexi­
ble budget in columnar form. Allowances for the particular
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volume experienced in a given period are set by using pre­
determined allowances for the volume nearest to actual 
volume or by interpolation.-^
Costs which vary with changes in levels of production 
but vary at irregular intervals rather than proportional to 
output can be handled adequately in constructing flexible 
budgets. Devine illustrates this point:
. . .If, for example, the cost of the payroll staff
is ;;;>o00 for the first 10% of production and if an ad­
dition to the staff is necessary for output in excess 
of that rate, the $600 is treated as a fixed cost until 
the addition is required. At the critical level of 
production, the increase is added and the payroll cost 
remains as a fixed item at the new level until further 
changes become necessary. The futility of representing 
this type of variability as proportional to output is 
obvious.39
Budgets, as far as costs are concerned, are state­
ments of expected costs. They stress levels of costs that 
should not be exceeded. As long as actual operations stay 
within the budgeted costs, no alarm is sounded. Budgets 
are only a means to an end. Managements must be alert in 
comparing the actual expenses with the budget allowances 
and quick to check the causes of excesses and rnalce what 
corrections are practicable.
-^Nat ional Association of Cost Accountants, Committee 
on Research, ’’The Volume Factor in Budgeting Costs,” p. I3O3 .
o O-'-'Carl Thomas Devine, Cost Accounting and Analysis 
(New York: Macmillan Company, 1950)’, pi 6’20.
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IV. STANDARD COSTS
A standard cost accounting system makes extensive 
use of the management "exception" principle.^ This is 
done by use of variance accounts for the three elements of 
cost to manufacture.
A standard cost accounting system presupposes the 
use of standards which must be set with great care, and 
for a certain period of time. In many cases the standards 
are set by the engineering department after extensive time, 
and other efficiency, studies are made.
A standard cost is set for each of materials, direct 
labor, and manufacturing overhead. This requires consider­
ation of "capacity." The capacity of the plant adopted 
for standard costs may be: (1 ) theoretical, (2 ) practical,
or (3) normal. Theoretical capacity is maximum capacity, 
with the plant producing at full speed without interruptions. 
Practical capacity is theoretical capacity with a sub­
traction of 15fo to 30% for usual interruptions for repairs, 
absences, vacations, holidays, and so forth. Normal capacity
^ A  standard cost accounting system, as defined in 
Chapter III, is one which costs the product at a pre­
determined (standard) cost for the three elements of cost. 
Though the standard cost system can be operated on a 
"direct cost" basis, it is assumed here a system using ab­
sorption costing is meant unless otherwise indicated.
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is practical capacity reduced still more for idleness due 
to failure to secure orders. It is intended to level out 
the peaks and valleys of the business cycle and seasonal 
fluctuations. It may be as low as 1+0% to 60% of theoretical
capacit}^.
Normal capacity is generally used to determine the 
standard cost of manufacturing overhead. It is not used, 
however, for materials and direct labor. For the latter, 
the standard costs need to be more realistic by reflecting 
current operating conditions. Theoretical capacity is 
usually considered to be too much of an nidealtf capacity for 
use in setting standard costs.
Normal capacity is a concept developed primarily to 
deal with overhead--particularly fixed overhead. Its use 
is not restricted to standard cost systems. It is commonly 
used in any absorption cost system to cost product with 
overhead at a specified level of operation.
Significant deviations from standard cost signal the 
attention of management to the conditions causing the vari­
ations. Management needs to know whose responsibility the 
variance may be.
Accountingwise, much has been written concerning 
disposition of the variances once they are determined and 
recorded in the accounts. For cost control purposes, it
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is mainly important to "spotlight” the variances and fix 
responsibility. If controllable, steps should be taken to 
see that the unfavorable variances do not occur next period. 
Some variances may be due to outside influences and, there­
fore, non-controllable. Others may be due to decisions of 
top management and not the responsibility of the foreman of 
the department.
Standard quantity x sta.nda.rd price gives the cost of 
the product. In the case of materials and direct labor, 
when the standard cost is compared with actual cost (actual 
quantity x actual price), the difference, or total variance, 
may be comprised of two variances: a "quantity” variance
and a "price" variance. For the two elements of cost of 
direct labor and materials, the business entity is likely 
to show a total of four variance accounts. The "quantity" 
variance accounts are usually more controllable than are 
the "price" variances.
Standard cost accounting for overhead is more compli­
cated because of the fixed portion of factory overhead which 
exists regardless of the actual volume of operation. Standard 
cost of factor overhead is based on normal capacity. The 
total overhead (fixed and variable) at normal capacity is 
estimated and divided by the unit of measurement (often 
direct labor hours) at normal capacity to obtain the standard
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overhead rate., This calculation involves a great deal of 
estimation.
Accountants agree on this calculation of the total 
variance for factory overhead under a standard cost system. 
The variance is simply the difference between the factory 
overhead cost at standard and the factory overhead cost at 
actual. Accountants differ a great deal, though, in the 
procedure of separating the total variance into specific 
variance accounts for control and analysis purposes.
In explaining the total factory overhead variance, 
either two-variance or three-variance accounts may be used. 
Also, fixed budgets or flexible budgets may be utilised. 
Actually, for best control, the flexible budget and two- 
variance accounts can be used to explain the total variance 
in such a manner that the department foreman is not charged 
with any of the fixed overhead variance due to volume. 
Variable overhead variance and fixed overhead variance are 
charged to separate variance accounts. In this manner, the 
department foreman is only charged with the variable over­
head variance, over which he has control.
V. DIRECT COSTING
Direct costing, which charges product only with 
variable materials, variable labor and variable manufacturing
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expenses, has certain advantageous cost control features. 
These are: (1) the separation of fixed and variable ex­
penses; (2 ) the charging of department foremen with 
variable costs only; (3 ) "the bringing of the fixed factory 
overhead expenses out into the open on the income statement 
for better use by management; and (4 ) providing the signifi­
cance of break-even analysis on the income statement itself.
One very valuable cost control feature is not present 
with direct costing, unless a standard cost system is also 
used. This is the management principle of "exception,” 
making use of variance accounts. It is true, however, 
that budgets can be used in connection with direct costs, 
and, also, a standard cost system can operate on the direct 
cost basis. It would seem that a standard-direct cost 
system should have practically all the main features for 
cost control.
Inasmuch as a standard-direct cost system does not 
use the theory of normal capacity for factory overhead, 
such a system eliminates the troublesome volume variance 
from the accounts. This should make for better control 
because normal capacity is not a practical capacity.
VI. SUMMARY COMMENTS
One feature of cost control which has permeated the 
material throughout this chapter is the separation of fixed
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and variable factory overhead expenses. It is necessary 
for break-even and profit control analyses, and is advan­
tageous for reporting, for budgeting, and even for standard 
cost accounting on the absorption basis to explain the 
foremanTs responsibility for overhead variance.
Direct costing is seen to be advantageous for cost 
control, particularly since it has the characteristic of 
separation of fixed and variable overhead expenses as a 
built-in feature of the system. The separation of these 
expenses is obtained not only in the accounts but also in 
the reports, including the income statement.
The other outstanding cost control feature is the 
use of variance accounts to spotlight by "exception”, the 
deviations from standards. Here, again, it is believed 
that the principle of separation of fixed and variable 
overhead expenses should be combined with the principle of 
"exception," with the result that product cost should be 
variable costs only. A standard-direct cost system appears 
to be advantageous.
These deliberations point to a conclusion that "full" 
product costing generally is not conducive to cost control, 
and that it is advantageous to have a proper separation of 
period and product costs. Furthermore, it seems advisable 
to have autonomy of the period costs, particularly fixed 
expenses.
CHAPTER YI
COST IN RELATION TO PRICE
This chapter considers the relationship of cost to 
price. Cost may be related to price, and, in some cases 
at least, it may have an effect on the determination of 
price. If so, what costs are pertinent? Are they period 
costs or product costs? Are "product" costs for price- 
fixing the same as "product” costs for income determination?
On the effect of cost on price, the Committee on 
Research of the National Association of Cost Accountants 
says: "Sometimes costs have practically no significance
as in a liquidation sale. On the other hand, they become 
the main determinant when sale is made under a cost re­
imbursement contract."^ The idea most often expressed in 
field interviews conducted by the Committee was that "cost 
is the starting point in pricing."-
There is evidence to the effect that some businessmen 
base price upon cost because of lack of knowledge of other
^-National Association of Cost Accountants, Committee 
on Research, "Product Costs for Pricing Purposes," N.A.C.A. 




factors. Also, some use it because they feel it is only 
right to set price on that basis. Dean surmises that costs 
"have become a sort of social conscience in pricing."3 The 
extent of knowledge of cost itself may be a factor. The 
Committee of the National Association of Cost Accountants 
says: "Where the company knows the costs of its products,
costs generallAr receive more weight in pricing than is the 
case where the company has little knowledge of product 
costs.
Price is commonly defined as the rate of exchange
between goods in general and one very special kind of
5goods, namely, money. Cost, as defined in Chapter I, is
any release of value. This chapter, therefore, is concerned 
with value-releases and their effects on price.
The common expression is that the law of supply and 
demand determines price. It must be noted, however, that 
"demand” and "supply" can mean all the factors which influ­
ence buyers and sellers and that an economy seldom has a
3Joel Dean, "Cost Forecasting and Price Policy," 
Readings in Cost Accounting, Budgeting, and Control,
William E. Thomas, editor (Cincinnati: South-Western
Publishing Company, 1955), p* 374»
^National Association of Cost Accountants, Committee 
on Research, ojc. cit., p. 1633.
^Paul M. Atkins, "The Relationship of Costs and 
Prices," N .A.C.A. Bulletin, XXI (1940), 360.
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free working of the forces of supply and demand as in pure 
competition.
Demand of consumers for various goods and services 
is viewed as being reflected in a series of schedules of 
quantities of such goods and services per unit of time 
which consumers stand ready and willing to purchase at 
given prices at given times.^ These quantities vary 
inversely with the price at which the goods are offered.
The supply of goods and services is "viewed as schedules 
of the quantities per unit of time which producers of goods 
and services stand ready to offer for sale at given prices 
at given times."' The point at which these opposing forces 
of demand and supply are balanced is the market price.
Campfield believes that accountants and others who 
would offer counsel to managements on pricing decisions 
should emphasize the necessity for basing price and sales 
decisions "upon an intelligent appraisal of forecasts of 
demand elasticities and the anticipated response of con- 
suiner demand to alterations in managements* cost schedules."0
^Tilliam L. Campfield, "Accounting Adaptation of 
Marginal Cost Theory as an Aid to Management in Price 




Elasticity of demand "is an expression employed by econo­
mists to describe the ease with which demnnd increases
awith a decrease in price."'' If demand is inelastic, an 
increase in price, while reducing the quantity sold, 
actually increases total dollar sales."^
Garver and Hansen explain the elasticity of demand 
in this way:
. . . The demand for a commodity is said to be
elastic when a relatively small change in price is
accompanied by a relatively large change in the amount 
the buyer (or the entire market) stands ready to take. 
If, on the other hand, this change in price is ac­
companied by a relatively small change in the amount
the buyer stands ready to take, the demand is said to
be inelastic.H
VI hen price times quantity gives a constant, the 
elasticity of demand is said to be equal to unity. Further­
more, demand is inelastic when its elasticity is less than 
unity.
The elasticity of demand for goods varies with 
different products. The elasticity in the demand for
^Paul M. Atkins, ojd. cit., p. $61.
•^Leonard J. Doyle, "Most Profitable Product Volume-- 
Taking Account of Costs and Competition," N .A.C.A♦ Bulletin, 
XXX (1949), 64$.
-'--̂ -Frederic B. Garver and Alvin Harvey Hansen, Princi­
ples of Economics (Revised Edition; Boston: Ginn and
Company, 1937), p. 104.
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necessities is much less than it is for luxuries. Also, 
the degree of elasticity shifts with c o n s u m p t i o n . - ^
In the industry producing goods with a highly 
elastic demand, a slight increase in price checks con­
sumption quickly but a decrease in price increases it 
quickly. Atkins says this is "the type of industry in
13which the close control of costs is particularly important." 
Doyle believes if a firm takes only a short-run view, it will 
always set a price in the price range in which demand is 
e l a s t i c . T h i s  is caused by the fact that total profit 
can be increased by expanding volume only if the increased 
volume adds more to revenue than to cost. The position 
taken here applies only if the commodity exhibits elastici­
ty of demand at some range on the demand schedule. It is 
possible for a commodity’s demand schedule to be inelastic 
throughout its entirety.
Should the demand be inelastic, the consumption of 
goods will not decline greatly with an increase in price.
Atkins says this means "that raising costs of production
13can be passed on in large measure to the consumer."  ̂ The
-^Paul M. Atkins, op. cit. , p. D62.
Ibid., p. $6 5 *
-^Leonard J. Doyle, pp. cit., p. 64&v.
-̂ 5paul k. Atkins, op. cit., p. D65.
153
possibility exists, in pricing a product in the inelastic 
range, of making use of a price increase to enhance total 
dollar sales and decrease total dollar costs.
Dean distinguishes different types of demand 
schedules: (1 ) static demand schedules versus dynamic
shifts in demand, (2 ) company demand versus industry demand, 
and (3) short-run demand versus long-run demand. ^  The pure 
effect of price upon sales is vievred as a static demand 
schedule. Dynamic forces, such as advertising, prices of 
substitute articles, level of income and many others which 
change contimiously, may in time cause shifts in demand.
On the assumption that others will follow the price 
leader, the market-demand curve is the important one for 
the price leader in an industry with homogeneous products 
and few sellers. The company-dernand schedule is the rele­
vant one for individual enterprises where products are
sufficiently different so that each company has significant
13latitude in prices. c
Leonard J. Doyle, o_g, cit. , p. 6 4 8.
-^Joel Dean, "Pricing Policies and Cost Analysis,”
N. A. C. A. Conference Proceedings--1919 (New York: National 
Association of Cost Accountants, 1’9'49), p. 28.
-^Ibid.
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Though the dividing line between a short-run and a 
long-run demand schedule is blurred, it may be useful to 
recognize that the immediate volume response to a price 
change may be different from the ultimate response. Dean 
says the "long-run effects of price changes on sales are 
usually greater than the short-run effects."*^
On the subject of demand, Greer says growing demand
7 0’•'does more to raise prices than do advancing costs." ~
Also, Dean believes "cost estimates should play second 
fiddle to demand in pricing decisions. "^1
Supply, the other factor in the law of demand and 
supply, comprises a wide variety of elements. Also, the 
degree of competition varies immensely among industries in 
our economic society. Competition may range from very keen 
competition in some industries to monopoly in others, with 
perhaps a majority of industrial concerns being in an inter­
mediate position. Atkins believes, within a limited given 
period of time, "prices are determined largely by the
19Ibid., p. 2 9 .
^Howard c. Greer, "Cost Factors in Price-Making," 
Readings in Cost Accounting, Budgeting, and Control,
William E. Thomas^ editor (Cincinnati: South-Western
Publishing Company, 1955)» p. 345.
^■Joel Dean, "Cost Forecasting and Price Policy,”
p. 373.
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elasticity of demand for a commodity and the degree of
p pcompetition under which the commodity is produced.
Cost seems to play a bigger part in the price-setting 
policies of managements of business entities than economic 
analysis would permit in many cases. This may be caused by 
the thought that in the long-run costs must be covered, or 
by the idea of a "just price" when a "just price" to these 
individuals means one based on cost. Also, it may be felt 
that the prices may have to be justified, on the basis of 
cost, from the standpoint of the Robinson-Patman Act, or 
customers, or regulatory commissions.
The remainder of this chapter is devoted more spe­
cifically to the effect that cost apparently causes in the 
setting of prices in industry. Consideration is given, 
too, to whether these costs are "product" costs or "period" 
costs.
I. NATURE OF THE ARTICLE
Basic commodities, as one group, are raw materials 
corning from the ground, the forest, the sea, and the fields, 
and the products coming from their initial processing. For 
these commodities, the price determiner is the operation of
^Paul M. Atkins, ojd. cit., p. 863.
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the law of supply and demand. Greer says: "Except as it
influences supply (often remotely and indirectly), cost is 
not a factor in the short-run price movements affecting 
such products. They sell for what buyers will pay, irre­
spective of what they may have cost."^3 The producer, due 
to the nature of his commodity, is at the mercy of his 
customer s.
New products generally have a distinctiveness which 
should permit a separate grouping for them here. They are 
usually somewhat protected from severe competition for a 
period of time because of patents, special production 
secrets, and market inertia. Later, competition stiffens 
and the "new" product may cease to be new and differentiated.
In the beginning, at least, the seller of a new 
product has a wide range of pricing discretion. Expected 
production and distribution costs are important in making 
the decision to produce and in pricing. Dean says: "The
relevant data here are all the production outlays--the 
capital expenditures as well as the variable costs. A 
go-ahead decision will hardly be made without some assurance 
that these costs can be recovered before the product becomes
^Howard C. Greer, ojc. cit., p. 346.
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a football in the m a r k e t . D e a n ,  furthermore, believes
the strategic decision in pricing a new product is the
choice between (1) a policy of high initial prices that
skim the cream of demand and (2) a policy of low prices
from the outset serving as an active agent for market 
25penetration.
The "skim the cream of demand" policy of pricing 
new products is advantageous for some industries. Ad­
vantages are: (1) it is safer, particularly if expected
costs are difficult to estimate; (2) it stresses high prices 
where the demand is likely to be inelastic; and (3) it 
leaves the elastic segments of the demand to be pushed later1 
when competition gets keener.
Some businesses may prefer to use the "penetration 
price" policy in the beginning for pricing new products. 
Generally, the conditions which would point to the use of 
such a policy are: (1) a high price-elasticity of demand
in the short run; (2) substantial savings in production 
costs as the result of greater volume; (3) a strong threat 
of potential competition; and (4) product characteristics
24j0el Dean, "Pricing Policies for New Products," 
Harvard Business Review, XXVIII (1950), 4$«
^^Ibid., p . 49.
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which will not cause the product to seem to be too unusual 
to the consumers.
Another category of commodities for consideration 
comprises by-products and joint products. Cost allocations 
are an almost insurmountable problem. Also, the ineffective­
ness of costs in influencing prices is very evident where
27by-products and joint products are concerned. Greer 
says: "V/hat i_s true is that the combined price of all the
products iias a strong and direct effect on the price that
9will be paid for the raw material.11
Processed commodities constitute another category 
of products. Here conversion is important and conversion 
costs are significant. Usually the industries are highly 
competitive, also. In these circumstancesknowledge of 
cost data on processing is important in the price-setting 
polici es.
Fabricated articles (appliances, furniture, auto­
mobiles, industrial equip],lent, and others) form another 
class. Greer says that with all such products, "cost
26Ibid., p. 51.
^Howard C. Greer, o_g. cit., p. 347* 
2SIbid.
becomes an important factor in price determination. !,29 
These goods have a great deal of labor expended on them, 
so labor costs particularly are significant. Yet, the 
field is very competitive. Increases in price may not 
follow along with increases in costs. Greer concludes 
that cost may establish a floor but never a ceiling for 
such goods.
The special, made-to-order, product is in a class
to itself. The individual project will not be started
unless the producer can be assured that he is likely to
recover at least his costs. Here costs have a more direct
31bearing on the pricing process. In many cases, costs
constitute the only important variable in pricing these
projects, b/hen a special study was made, several firms
stated that special order business is accepted mainly to
utilise available plant facilities, and so low profit
margins on such work emphasise the importance of having
3 ?costs available when pricing is done. ~ In such cases,
29Ibid., p. 3 49.
3°lbid., p. 350.
^National Association of Cost Accountants, Committ 
on Research, _op>. cit., p. 1675.
2Ibid. , p. 1676.
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the costs concerned are likely to be the variable ones—  
the ones directly attributable to the special project.
II. PAST, PRESENT, OR FUTURE COSTS
Insofar as the relation of costs to prices is con­
cerned, it is not historical costs that go through the 
accounts which are relevant to pricing. It is cost of 
reproduction, in periods of changes in price level, which 
nay have some relationship to selling prices. Historical 
costs may provide clues in some cases, however, as to what 
the relevant, future costs may be.
Pricing is usually done in advance. The procedure 
involves looking forward to a future period. Costs for 
pricing need to be stated in dollars of the same purchasing 
power as those applicable to the period to which the prices 
in question will apply.'5 + This Is considered necessary in 
order to keep the business in operation on a going concern 
basis.
In a field study made by the Committee on Research 
of the National Association of Cost Accountants, it was 
found that only a fear companies used techniques for
Sperry Mason, "Some Fundamentals of Cost Account­
ing," N.A.C.A. Bulletin, XXVI (1945), 742.
^National Association of Cost Accountants, Committee 
on Research, _op. cit., p. 16&5.
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reflecting the effect of changing price levels in the 
depreciation element of product costs for pricing purposes. 
One or more of the following reasons were usually given 
for basing depreciation on historical cost for pricing:
1. Depreciation constitutes a small portion of total
product cost.
2. Most depreciable assets have been acquired at
recent price levels and hence the problem is not 
significant.
3. If selling prices were based on current price
level depreciation, the company*s product could 
not be sold in competition with other companies 
which continue to price costs containing historical 
cost depreciation.
l+. Some companies want to base depreciation on the
current price level but feel there is no practical 
method to do it.35
III. BASIC PRICE TO COVER FULL COST
There is much evidence to the effect that businessmen 
set prices, particularly the basic price, by working from 
cost. Full costs plus a margin for profit is very prevalent 
as a pricing basis. Dean says the most common method of 
setting prices in many industries "is to add a 1 normal* 
profit percentage to the seller’s full c o s t . "36 This is a
35ibid., p. 1690.
Joel Dean, "Pricing Policies and Cost Analysis."
p. 32.
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long-range approach. Devine believes businessmen have
tended nto disregard the short-period pricing pronounce-
3 7ments of economists. 1
The cost-plus-normal profit approach is, in fact, 
based on the view of classical economists that in the 
long-run prices tend to eoual cost of production (and a 
normal profit). One writer says several conflicting 
explanations for the prevalent use of the cost-plus basis 
of pricing have been advanced:
1. It is really an illusion, as executives do not do
it that way.
2. The notion of a ’’just price” is still strong with
businesses.
3. The cost-plus method is the way to maximise profits
in the long-run; and pricing up to levels justi­
fied by demand would attract potential competition.
4. It is the safest way in that it prevents the company
from tying up facilities with work that yields sub­
normal profits.
5. Cost-plus pricing is often turned to in desperation
because of ignorance about many of the factors
which should be considered in setting prices.3$
37carl T. Devine, ”Cost Accounting and Pricing 
Policies,” Readings in Cost Accounting, Budgeting, and 
Control, William E. Thomas, editor ('Cincinnati: South-
Western Publishing Company, 1955)# P* 337.
J Joel Dean, ’’Pricing Policies and Cost Analysis,” 
pp. 33-35.
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Product costs for pricing purposes under the "full" 
cost procedure are the accountant’s ’’product" costs with 
important exceptions. The costs for pricing generally 
include all costs (manufacturing, selling and administrative 
costs), whereas for accounting and inventory purposes only 
manufacturing costs are usually included.
Certain of the cost items are not permitted to enter 
the pricing process. Variances which indicate inefficiency 
and waste are not allowed to enter the basis for calculation 
of prices to be charged customers. These include material
usage variances, labor efficiency variances, and factory
j • 3°overnead variances . "
This point concerns the incidence of costs. All 
costs must burden someone, but they are not all allowed to 
be passed on through the pricing process to the consumers. 
Greer says: "Excessive costs, abnormal losses, and higher
income taxes are not merely added to selling prices. more 
than one-fourth of the country’s business enterprises 
normally lose money and thus are obviously not recovering 
all their costs.”^
^National Association of Cost Accountants, Committee 
on Research, erg. cit. , p. 1693.
^Howard C. Greer, o_g, cit., p. 35^.
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Certain "period” costs of the accountant for income 
determination are treated as "product" costs for pricing 
purposes. These include the usual selling and adminis- 
l- r* c1- "t i v s G.xp enses. Also, fixed manufacturing expenses are 
sometimes treated by accountants (under direct costing) as 
period expenses. For pricing purposes under the "full" 
cost theory, these are carried as product costs.
Practice differs on the treatment accorded other 
expenses or income deductions (losses on retirement of 
fixed assets, interest paid, and income taxes) as to whether 
or not such items are included in product costs for pricing 
purposes.^- Very few companies, however, attempt to provide 
for income taxes in the pricing procedure.
Volume of production is a factor in price determination. 
The usual procedure in setting the basic price is to base the 
fixed expenses of the factory on a "normal" volume of capacity. 
This tends to level out the fluctuations of volume. It is a 
long-range approach, but consistent in this respect, with the 
overall cost-plus basis of pricing. It is considered by 
these advocates that a long-run normal or average cost consti­
tutes a better basis for pricing than does the cost which 
prevails in any given short period.
^-National Association of Cost Accountants, Committee 
on Research, ojd. cit., p. 1699.
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This "full” cost theory for pricing involves allo­
cation of fixed expenses to the products. Devine believes 
economists in general have not favored assignment of fixed
costs but that businessmen have long felt that such pro-
L 2cedures have proved useful. Cost allocations and the 
development of full costs ignore demand and the principle 
of charging "what the traffic will bear." The latter princi­
ple, and certainly not full costing, is made use of in such 
pricings as railway freight charges, morning versus evening 
movie prices, and night and Sunday rates for telephone and 
telegraph charges.
One writer believes the inadequacies of the cost-plus 
basis for pricing are: (1) it ignores demand; (2) it in­
volves circular reasoning; (3) it fails adequately to reflect
I Ocompetition; and (4) it concentrates on the wrong cost. In 
regard to circular reasoning, it is stated that under the 
cost-plus theory_"unit cost depends on volume but sales 
volume depends on the price charged."^
^Carl T. Devine, ojo. cit. , p. 339.




IV. MARGINAL ANALYSIS APPROACH
The marginal analysis approach to pricing is often- 
referred to as "the theory of the firm" and, also, as "the 
profit-maximization theory." It is short-range in approach, 
and places heavy emphasis on the variable, or differential, 
costs. A simplified statement on the marginal analysis 
theory of pricing is given by one writer: "each producer
should produce and sell until marginal costs are equal to 
marginal revenues, and for differentiated products marginal 
selling costs must be given consideration."^ Marginal 
cost is the increase in the total cost divided by the number 
of added units of production.
The theory of the marginal analysis approach of the 
economist is very much the same as that of differential 
costing of the accountant. The economist usually speaks 
of one additional unit and the accountant the number of 
units tin-the additional order or project under consideration.
A desired feature of the accounting system to provide infor­
mation for marginal analysis is to separate fixed and variable 
expenses. Hepworth says direct costing "is, in essence, an 
application at the accounting level of the traditional
*+5carl T. Devine, o_g. cit. , p. 334*
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marginal analysis so familiar to all students of economic 
theory.”46
Chenault says modern economic analysis appears to 
be associated with the new development which made the 
theory of the firm a central part of economic theory.
Credit for the theory of the firm should be given to J, B. 
Clark for his Economics of Overhead Cost; to Edward 
Chamberlin for Monopolistic Competition; and to Joan 
Robinson for Economics of Imperfect Competition. With 
this theory, it was now possible to discuss the point of 
operation with the greatest profit, the least possible
L 7loss, and the case where the firm would not operate at all. ' 
The theory is applicable to monopoly, competition, and mo­
nopolistic competition, since its concept is profit maximi­
zation of the individual firm.
The marginal analysis approach is for short-range 
pricing decisions. The period of time is important, since 
it is presumed there are some fixed expenses of the period. 
Variable expenses of the additional block ox units or of
46Samuel R. Hepworth, "Direct Costing— The Case 
Against," The Accounting Review, XXIX (1954), 96.
47Lawrence R. Chenault, "Business Behavior and the 
Theory of the Firm," The Accounting Review, XXIX (1954)* 
647-64$.
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the additional project are the costs on which the “spot­
light" is turned, rather than the unit product cost based 
upon a normal volume. This does not mean that the variable 
expenses become the price of the additional units, but it 
does mean the;/ can represent the floor for the pricing.
Marginal analysis provides many practical uses of 
break-even and profit analyses. It permits delving into 
the interrelationships of cost, price, volume, and profit 
for the purposes of price-setting and cost and profit 
control.
Examples of situations in which the marginal analysis 
approach may be useful are:
1. Evaluating proposals for change in selling price
or terms of sale.
2. Selecting most profitable business when capacity
is limited.
3. Deciding price at which to refuse an order.
4. Segmenting the market to gain advantage of different
layers of customer demand.48
In regard to the latter, market segmentation, it 
seems that this practice is very common. The theory is to 
differentiate the product in order to appeal to different 
layers of demand. In effect, the same product may be
4£>National Association of Cost Accountants, Committee 
on Research, ojo. cit. , pp. 1724-1726.
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offered under advertised brand names and unadvertised
L°brand names, in deluxe and standard models, and so on. 
Management needs to know the additional cost that will be 
incurred by adding another group of customers by such 
product differentiation. These additional costs generally 
are the variable manufacturing costs and variable selling 
expenses. Selling expenses have special significance in 
product differentiation.
There are disadvantages and imperfections to the 
marginal analysis, or theory of the firm, approach to 
pricing. Devine says the generalization that short-run 
prices will not fall below variable costs has so many 
exceptions that the generalisation is practically worth­
less. These exceptions ere: (1) if costs of shutdown
and resumption are important it is more profitable to 
price below variable costs for a short period than to stop 
production; (2) if products are differentiated and identified 
by brand names, the products may be sold below variable costs 
to keep the brand names before the public; (3) contract 
suppliers may bid a job at less than marginal cost with 
the hope of getting profitable business later; and (4) some
^9Ibid., p. 1725.
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managers feel a responsibility for worker welfare and will
50continue to operate at prices far below variable cost„y 
Managements must keep in mind, when using the 
marginal analysis approach, that the marginal cost is not 
a full cost of producing and selling, and that the sales 
mix must be watched so as not to use the available plant 
facilities for low-priced and low-profit orders when more 
profitable ones are available. Also, the marginal-cost 
customers should not be customer's who compete with the 
regular customers. The Committee on Research of the 
National Association of Cost Accountants believes: Judg­
ment is therefore required in preparing costs and in in- 
ternreting the costs which are to serve as the basis forx  >_j
pricing decisions.
Lloyd G. Reynolds has suggested that a firm1s own 
variable costs are not as important as the costs of com­
petitors in causing price increases. The firm raises 
prices when it is able to, and it is able to when the other
producers* costs have risen to the extent that they will
52concur in the price increase.
5°Carl T. Devine, cap. cit., p. 336.
63-National Association of Cost Accountants, Committee 
on Research, o_g. cit. , p. 1729.
62Carl T. Devine, _op. cit. , p. 337.
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V. SUM-1 ART COMMENTS
It is concluded that costs are related to price.
This relationship may range from the situation of cost 
determining price to that of only helping to determine 
what is the profit. Often, price is cost-determining. 
Demand is usually most important in the setting of prices.
Both "full” product and variable costs may be needed 
for price-setting. "Product" cost for price determination 
is not the same as it is in income determination. For 
pricing, product cost is "full" cost (manufacturing, 
administrative, and selling) with income taxes and costs 
of inefficiencies, and wastes, not included. "Full" 
product costs are used in setting the long-range price, 
or basic price.
Variable costs are needed for the day-by-day and 
week-by-week pricing decisions which arise. These variable 
costs include variable selling expenses. Generally, vari­
able costs are considered to constitute a floor for the 
pricing policy.
Product differentiation, which is very common, 
requires knowledge of the variable costs, also. The 
selling expenses connected with the differentiated product 
are variable expenses and usually very important.
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The problem of "period costing versus product cost­
ing” is present in pricing policies. ’’Product" costs and 
”period” costs have different meanings; however; from what 
they do in income determination. For pricing; the important 
costs appear to be "full” costs and va-riable costs.
CHAPTER VII
SUMMARY AND CONCLUSIONS
The matching of costs and revenues by time periods 
creates the problem of "period costing versus product cost­
ing." A product cost is one that attaches to the product 
and is inventoriable. A period cost is one that attaches 
to the period.
The matching process comprises one of the principal 
accounting concepts. The matching procedure depends greatly 
on the purpose of the matching, which may be (1) cost con­
trol, (2) price determination, or (3) income determination.
Other accounting concepts affect the classification 
of costs as "period" and "product" costs. These additional 
concepts are disclosure, objectivity, accountability, 
materiality, consistency, periodicity, going concern, con­
servatism, entity, and utilitarian.
The concept of periodicity is an active participant 
in the matching procedure. Instead of saying that costs 
are always matched with revenues which the costs produced, 
it may be more appropriate to say that only certain costs 
("product" costs) are matched with the revenues which they 
produced and other costs ("period" costs) are not so
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matched. The latter costs are matched with the revenues 
of the period.
The period is given this enlarged status in the 
matching process because of two factors: (1) the use of
sales as the point of revenue recognition (realization), 
and (2) the irnpracticality, and in some cases the im­
possibility, of dissociating certain costs with the product. 
This means that "product” cost must be something less than 
"full” cost, and there arise "period" costs because of 
this fact. Selling and administrative expenses are gener­
ally treated as "period" costs. Income taxes is another 
example of a period cost. Variances under a standard 
cost system (especially variances which indicate in­
efficiencies and wastes) are also considered period charges.
Two of the accounting concepts--objectivity and con- 
servatism--either restrict matching or have a detrimental 
effect on it. The objectivity concept restricts the 
matching participants of revenue and costs to revenue 
objectively determined and costs objectively incurred. In 
assigning and allocating the costs incurred to the matching 
procedure, however, standards that are not very objective 
are often used.
Conservatism— one of the oldest concepts— is active 
in causing a mis-matching of costs and revenues by periods.
It recognises unrealized losses without recognizing un­
realised gains.
The concept of consistency requires the same ac­
counting procedures to be used from period to period.
Vihen an accounting procedure is changed, the concept of 
disclosure is utilized to inform the reader of the income 
statement.
Product costs in a manufacturing entity commonly 
consist of direct labor, direct materials, and factory 
overhead. In applying factory overhead to product, a 
problem is caused by the fixed portion of the factory 
overhead. A fixed expense is one that does not vary in 
amount for the period even though the volume of operation 
changes.
Generally, a normal volume is assumed for applying 
the fixed factory overhead to product. If the actual 
volume of operation for the period is different from the 
assumed, normal volume, a variance for the fixed factory 
overhead arises. This variance is commonly treated as a 
”period” item.
The difficulty of matching fixed factory overhead 
with the product has been a principal contributing factor 
to the emergence of the technique of "direct costing.” 
This method of matching says product cost should consist
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of only variable costs to manufacture. These variable 
costs are direct materials, direct labor, and variable 
fa.ctory overheard. Under this procedure, all fixed factory 
overhead expenses are "period” costs.
The emergence of the theory of "direct costing" was 
due primarily to the recognition that the attempts at 
allocation of fixed factory overhead were, in most cases, 
inadequate because of the necessity of having to use 
arbitrary bases for cost assignment. Tiany managerial de­
cisions (including those regarding cost control and price 
determination) must be made from available data. These 
decisions generally can be more effectively made hy work­
ing from data which do not include cost figures derived 
from arbitrary allocations. Once arbitrarily assigned 
cost data are incorporated into the accounts and statements, 
as under conventional absorption costing, they lose much of 
their value for the making of managerial decisions because 
of the inaccuracy of the results of the assignment.
On the question of the "product" cost for inventory, 
a common basis of valuation of the inventory (other than 
cost) is "cost or market, whichever is the lower." Though 
this method or basis of valuation is traditional in ac­
counting practice and is a "conservative" policy, it is in 
violation of several accounting concepts. It tends to
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violate the concepts of consistency, disclosure, accounta­
bility, going concern, periodicity, objectivity, and match­
ing of costs and revenues.
A standard cost accounting system is a special 
procedure for determining "product" cost. Standard costs 
are pre-determined costs for the three elements of cost of 
the factory: materials, labor, and factory overhead. The
variances between the actual and the standard cost for each 
element of cost are commonly7' not attached to the product 
but become "period" charges or credits. Some accountants 
believe in treating only the inefficiency and waste vari­
ances as period charges.
A standard cost accounting system is especially 
advantageous for cost control purposes because it makes 
use of the management principle of control by "exception." 
As far as the cost of the factory" proper is concerned, the 
standard cost system provides the type of cost which is 
usually wanted by businessmen and managements in making 
basic, long-range pricing decisions.
The use of a "normal" volume for the troublesome 
fixed factory overhead in the typical standard cost system 
provides a more or less uniform per unit cost of product 
but it permits the "period" cost in the form of the volume 
variance to vary greatly from period to period, depending
on the actual volume of operations. This is to say that 
the standard cost accounting system provides a uniform per 
unit "product” cost, but a very variable "period" cost 
when there are decided fluctuations from "normal" capacity 
in volume of operations.
In some cases, it may be doubtful that the standard 
cost system meets the standards of the concept of objec­
tivity. It is true that if the standards are set efficientl 
and objectively, the system*s results should meet the re­
quirements of the objectivity concept. The standards are 
the key to the question.
A standard cost system can be operated on the "direct 
costing" theory. Such a standard-direct cost system should 
be very good for cost control; also, it would not be con­
cerned with a "normal" capacity for the fixed factory over­
head problem.
Depreciation, in being commonly defined as an 
allocation procedure, stresses the income determination and 
matching process. Because of the action of the elements 
and obsolescence, depreciation is usually keyed to time. 
Though a "unit of production" method of depreciation is 
sometimes used, the straight-line method or some form of a 
reducing-charge method is generally utilized.
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Even though depreciation is commonly estimated by 
one of the time methods, it becomes a product cost in the 
factory by means of applying factory overhead to the 
product on a "normal" capacity basis. Should the plant 
operate at less than "normal" volume, a portion (the 
variance) of the depreciation cost is a "period" cost.
If the "direct costing" method is followed in the 
accounts, a different matching procedure is obtained for 
depreciation. Inasmuch as depreciation is commonly calcu­
lated in relation to time, either by theory or as an ex­
pedient, it is classed as a fixed expense under the "direct
costing” theory and charged out as a "period" cost.
Depletion represents the cost of the natural resource
which is sold. Since it Is the cost of the direct resource
which produces the revenue and is not related to time, 
depletion constitutes a product cost.
Pension costs of a business are generally recognized 
as period costs. Even when a corporation first adopts a 
pension plan, the pension costs for past services of the 
employees are considered to be charges to the current and 
future periods. This practice is supported by the going 
concern and matching concepts.
Under the "direct costing" procedure, pension costs 
may be a part of the product. If the pension costs varjr
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with direct labor cost, or with the volume of operation, 
they are a variable, product cost under this theory.
Taxes are here considered under property, payroll, 
and income taxes. Property taxes generally are accrued 
monthly on a time basis, comprising a period cost. There 
are exceptions, however, to this general conclusion. The 
tax on inventories should be a product cost. Property 
taxes which are in the form of special assessments usually 
should be capitalised to the property involved (generally 
land). If the special assessment is for current mainten­
ance, it is a period item.
Payroll taxes are variously treated in practice.
If the taxes are on piece-work wages, they should be con­
sidered product cost. The limit which is imposed on the 
taxes per year may cause special consideration. If the 
workers generally exceed this payroll limit, payroll taxes 
are mostly "time governed" and should be handled as period 
costs.
Income taxes, which are based on the income of the 
year, are an expense of the period. They should, therefore, 
be treated as period costs.
Intangible assets may consist of such items as copy­
rights, patents, leases, franchises, goodwill, and organi­
zation costs. Some of these intangibles commonly have a
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definite limited period of existence. They should normally 
be amortized over* that period of time as income charges.
Goodwill often has no definite legal existence or 
life. Under the cost principle (following the concept of 
objectivity), goodwill should be in the accounts only if 
purchased. The amount of goodwill represents capitali­
sation of excess earnings. Goodwill is a vulnerable asset 
and should not be allowed to remain in the accounts longer 
than the period of time involved in the capitalisation. It 
should be amortised over this life with periodic charges to 
income.
Organization costs may arise in connection with the 
organization of a limited-life corporation or in connection 
xvith the formation of a corporation with an indefinite life. 
In the former case, the organisation costs should be amor­
tized over the known life of the corporation as "period" 
costs.
VTien the life of the corporation is indefinite, two 
accounting concepts should be given weight and the organi­
zation costs amortized as "period” charges over a reasonable 
period (three to five years). The matching concept is 
applicable here in that the organisation costs have some 
part in the production of the revenue of the year. Some 
expense for organization costs should attach to the period.
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If organization costs of a corporation with an 
indefinite life are not amortized, it is rather certain 
that the corporation will cease to exist at some future 
date. The materiality concept has significance in this 
case. The organization costs should be amortized over a 
reasonable period so that some period (when the corporation 
dissolves) in the future will not be charged with a material 
amount.
There are several problem situations which involve 
an accumulated error in the accounts. An illustration is 
the situation in which it is realized that a fixed asset's 
rate of depreciation is incorrect and an error exists in 
the accounts. Principles of matching and of income 
determination suggest that the correction should be made 
during the current period in order that the current period’s 
income statement .and the future periods’ statements will 
be correct.
A special problem of matching arises in anĵ  one of 
several possible situations in which the revenue reported 
in the corporation's accounts and income statement is 
different from that reported on the income tax return, due 
to the use of different bases. For example, the accounts 
may show realization of revenue by the regular sales method
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and the income tax return may reflect it by the install­
ment method. The income tax expense shown on the income 
statement should be the amount estimated on the basis of 
the income shown on the income statement. An estimation 
is necessary, it is true, but only in this way can the 
matching process be logical and reasonably accurate. Each 
period’s expense should be reflected against that period’s 
revenue, In all of these similar situations, the income 
tax should be shown with the revenue.
Another problem concerns the type of matching that 
should be done. Is the cost that is matched with the 
revenues of the period (or with the period itself) to be 
historical cost or "current cost"? By "current cost" is 
meant cost which has been adjusted for the effect of price 
level changes. Another way of expressing it is to say that 
historical cost dollars are adjusted to dollars of the 
current period. It seems that it is rather g e n e r a l l y  
agreed that the effect of price level changes should be 
reflected into the matching if it can be done with these 
two provisos; (1) the method must comply with the objec- 
tivity concept; and (2) the price level effect on costs 
and the resulting income must be properly disclosed on the 
income statement.
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Some accountants believe the LIFO method of inven­
tory costing is a satisfactory inventory valuation and 
matching techniaue. LIFO meets the first proviso of being 
objective , but it does not separately disclose the price 
level effect. Many accountants believe LIFO fails in the 
matching process because it does not "spotlight” the effect 
of the px'ice level changes.
cost accountants who oppose the LIFO method believe 
that it is not an adequate matching method inasmuch as it 
considers a purchase and sale transaction to be first a 
sale and then a purchase, rather than a purchase followed 
by the sale. They believe the determination of income 
is one thing and the administration of the funds of the 
business entity is another. This question is vital to the 
whole issue. Should cost used in the matching process be 
historical or reproductive cost? Some accountants believe 
that there is no income of the period until provision is 
made for maintenance of the productive capital.
The same price level problem exists in connection 
with other areas of cost. One main area is that of de­
preciation expense. In the case of depreciation, however, 
practice has generally held to historical cost more than 
in the case of inventories. There are two principal 
reasons for this: (1) the depreciable asset remains with
the business entity much longer than inventory units, so 
the price level effect is not brought to management’s 
attention as often and as quickly; and (2) devices for 
reflecting the effect of price level changes are not as 
objective for depreciation as is the LIFO method for 
invent or .
"Direct costing," though it has certain advantageous 
characteristics such as simplicity, cost control features, 
and the provision of accounting results approximating the 
economist’s marginal analysis, has not been approved 
officially by the accounting profession. There are chapters 
or sections, on the subject in almost all recent cost.ac­
counting texts. Also, it is being experimented with, or 
used, by some corporations.
The accounting profession objects to direct costing 
primarily because of its valuation of inventories (product 
cost) and its method of matching costs with revenues to 
determine income. It is often stated that the fixed factory 
overhead is a "product" cost and should be included in 
inventory. The trend in modern businesses is toward more 
and more fixed manufacturing expenses. Furthermore, more 
of the labor costs are becoming "fixed." These trends 
coupled with the direct costing technioue would swing a 
large portion of costs to the status of "period" costs.
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Businessmen commonly like to use a "full” cost in 
setting basic prices of products. This "full" cost, which 
includes manufacturing, selling and administrative costs, 
is not presently being provided by accountants in the 
formal records and statements, even under conventional 
absorption costing. Managements need to know the variable 
expenses for short-range pricing decisions. Variable costs 
are likely to constitute a "floor" for some of the decisions 
on pricing. Also, for pricing differentiated products, 
variable costs, and especially the selling costs, are 
needed.
The separation of expenses into fixed and variable 
groups--whether done under a system of "direct costing" or 
otherwise--is advantageous for most manufacturing businesses. 
With the division of expenses into variable and fixed seg­
ments, accountability and "responsibility" accounting are 
improved. This leads to advantages in control of cost, 
break-even analyses, and profit control considerations.
Also, short-range pricing decisions are assisted.
It is concluded that the trend is to a greater 
emphasis on the accounting concept of periodicity; to the 
showing of more costs as "period" costs and less as "product" 
costs; to a greater use of the accountant and his findings in 
making managerial decisions; and, as a requisite of these, to 
a greater use of "direct costing."
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